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OUR COVER 


By earliest law man was ordered to work: ‘“‘In the sweat of thy 
face shalt thou eat bread."' In our economy, the largest source of 
personal income is the reward paid man for his work. As the illustration 
on our cover shows, last year this amounted to $246.7 billion. Since 
the days of Eden, man has learned to make money work for him. 
In 1957, this produced other income totaling $96.7 billion for a 
grand total of personal income received by individuals of $343.4 billion. 


Where this money goes furnishes the purchasing power which keeps 
our economy running. Individual saving totaled $20.2 billion. Indi- 
viduals gave the government, or the government took, depending upon 


your view, $42.8 billion. We must eat to live, although some of us 
live to eat, and this takes $139.9 billion. Individual spending equaled 
$105.4 billion for services and $35.1 billion for durable goods. 


And that's where it went! 


It can be seen that if less money goes into the hopper due to 
layoffs, reduction of hours of work or any other cause, there will be 
less dropped into the little freight cars. In other words, there would 
be a reduction in purchasing power. One way to bring up the level of 
the hopper would be to shovel the money out of the ‘‘tax'’ car back 
into the hopper. This could be done by large government spending 
programs. Another panacea is a tax cut which would mean reducing 
the amount which now falls into the tax car so that the same amount 
will fall into the other cars. If this latter method is selected, the tax 
cut should be realistic, otherwise too little money is left to the hands 
of the consumer for spending for goods and services which in turn 
keeps people employed producing goods and services. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart; Wash- 
ington Editor, Lyman L, Long; Business Manager, James L. Jones; Circulation 
Manager, M. S. Hixson. 
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IN THIS ISSUE 


Who owns life insurance? Back in the days when life was simple, 
and so was the taxpayer, it didn’t matter very much who owned life 
insurance because Congress had granted, as a matter of legislative 
grace, a healthy exemption to the proceeds of life insurance. As times 
and mores changed, and Congress took away some of the privileges 
accorded the life insurance contract, it became increasingly impor- 
tant for tax purposes to know who actually owned the life insurance 
contract carried on the life of the decedent, since the rights conveyed 
by the contract were severable. The law requires that the proceeds 
of a policy be taxed to the decedent’s estate if, at the time of his 
death, he holds “incidents of ownership” in the policy. A rule of 
thumb is to ask: Who paid the premiums? This is called the pre- 
mium payment test. The author of the article appearing at page 295 
is one who holds that this was an inequitable way to make such an 
important determination for tax purposes. Consequently, he was very 
much pleased when, by the enactment of Section 2042 of the 1954 
Revenue Code, the premium payment test was abandoned as a test 
for application of the estate tax. The rule was thought to be dead 
and buried, but lo, in four short years, “The ghost of forgotten actions 
came floating before my sight, and things that I thought were dead 
things were alive with a terrible might.” Gerard S. Brown attacks 
the ghost as he did the real thing. 


Mr. Brown is a chartered life underwriter with the Penn Mutual 
Life Insurance Company in Chicago. He is past president of the 
\merican Society of Chartered Life Underwriters. 


Settling Tax Court cases. A significant change having to do with 
the settlement of cases in the Tax Court has occurred in the Internal 
Revenue Service. This change gives more authority to the Chief 
Counsel’s representative in the field to make final settlements in 
docketed cases, since he is responsible for trying the case in the Tax 
Court. An order has now been signed by the Commissioner and the 
Chief Counsel: Delegation Order No. 60 and Chief Counsel’s Order 
No. 1958-5. Approved by the General Counsel and by the Acting 
Secretary of the Treasury on April 17, 1958, the order is effective 
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May 1. An explanation of this order and new procedure has been 


prepared for you by R. P. Hertzog, Assistant Chief Counsel (Litiga- 


tion) of the Internal Revenue Service. It appears at page 299. 


Juries. It is a matter of record that every accumulated earnings 
tax case which has gone to a jury has been decided in favor of the 
taxpayer. This may or may not be a prophetic statistic, but, never- 
theless, there are always doubts in the taxpayer’s mind as to whether 
or not he would fare better in the district court than in the Tax Court. 
Robert S. Holzman has made an interesting tabulation of 75 recent 
tax cases in which a jury was involved. He shows some of the circum- 
stances that suggest issues which might well be submitted to a jury. 


Professor Holzman needs no introduction to the readers of this 
magazine as he has been one of our most faithful contributors for 
a good many years. His article appears at page 301. Just recently, 
he was made editor of a series of books to be published by Ronald 
Press Company, entitled the Tax Practitioners’ Library. 


Use and occupancy. ‘The right to use and occupancy is an integral 
part of property used in a trade or business. This right is insurable, 
and such a policy deals with continued availability of the property 
to its owner for any purpose to which he may be able to devote it. 
The owner has an interest in its continued status as property capable 
of being used and occupied. This insurance is bought in addition to 
insurance which covers the actual physical plan of a business prop 
erty. A disastrous fire hangs over the head of every business like 
the Sword of Damocles. Should it ignite and destroy the property, 
it also destroys the right to use, and such a catastrophe gives rise 
to a tax problem. Robert L. Merritt's first article on this subject 
appeared some four years ago, and was one of the most popular and 
needed articles we have published. The present article, which begins 
at page 306, is a completely revised and up-to-date discussion of taxa- 
tion and the proceeds of use and occupancy insurance. 


Mr. Merritt writes out of considerable experience with the tax 
problems involved. He is an attorney in Cleveland, Ohio. 


What price the original return? If the client should read, as he 
will, that the government has been reducing its files and has destroyed 
all the tax returns for certain years, and if, upon learning this the 
client becomes elated thinking that all threats of discovery have 
been burned in the trash pile, caution such a client to contain his 
exuberance. When each year about 90 million tax returns, sup- 
ported by 250 million other items, are submitted and filed, you can 
understand the storage problem involved. Some must be destroyed 
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to make room for the incoming load. But what about the copy the 
taxpayer has kept or should keep? The return may be gone, but the 
fraud remains like the writing on the wall and not all the taxpayer's 
wit can erase a word of it. Myron Greenside’s article explores this 
subject. While the general rule in a fraud case has been that if the 
Commissioner does not produce the original tax return filed by the 
taxpayer, or copies thereof, he has failed in his burden of proof, a 
significant case points out that if the Commissioner is able, from 
some source, to present evidence of the taxpayer’s income, deductions 
and credits, the fraud penalty can be imposed. This decision makes 
it easier for the government to assert the fraud penalty for the year 
for which no original return, or copy, exists. See page 322. 


Mr. Greenside is with the firm of Starr, Finer, Starr & Company 
in Boston. He is a certified public accountant and, also, a member of 
the bar. For many years he was a special agent in the Intelligence 
Division of the Internal Revenue Service. 


Foreign tax credit. It is somewhat anomalous, contend the au- 
thors of this article, to allow a credit for foreign taxes paid with 
reference to a royalty fee which is deductible in a foreign country. 
The situation arises under an interpretation of Section 902(d), and 
it is particularly timely because final regulations were issued only a 
few months ago. The subject matter is one quite familiar to the authors. 


Wallace R. Baker is with the Chicago firm of Baker, McKenzie 
& Hightower in Chicago, and John F, Creed, coauthor of this article, 
is with the Washington office of the same firm. The article appears 
at page 329. Much of it stems from an address given by Mr. Baker 
before the Chicago Tax Club. 


Payments to an employee’s widow. The practice of an employer's 
making payments to the widow of a valued employee is one which 
has become more prevalent these days. Some recognition of the 
soundness and perhaps the social value of such a practice has been 
written into the law in the form of an exclusion of $5,000 of such 
payments. If, however, the employer's payment to the widow exceeds 
this amount, the Commissioner gets his hackles up. He looks upon 


such a payment as compensation for past services rendered by the 
deceased husband-employee. The widow and the corporation look 
upon such a payment as a gift to the widow, but still deductible by 
the corporation. The author of the article appearing at page 333 


points out that the Commissioner has published his nonacquiescence 
in every decision he has lost on this point. Reinhold Groh has analyzed 
every available case and presents an over-all picture of this subject 
which has very practical tax applications. 
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Reinhold Groh is a CPA and a partner in the firm of Groh, Gough 
& Company in Chicago. His article grows out of a contribution to 
“Tax Comments,” a section of the Jilinois Certified Public Accountant 


How to read a financial report. For want of a better term, we 
might call this article a fringe benefit to the reader, for it is not an 
article about taxation. The editor saw Stuart Chase's interesting 
article in that beautiful and well-edited publication of the Standard 
Oil Company of New Jersey, The Lamp. He writes interestingly to the 
stockholder telling him what he should look for in a financial state 
ment. Since a great many of our readers, in addition to being tax 
men, also either prepare or have quite a bit to do with the preparation 
of financial statements, we thought what Mr. Chase had to say about 
how to read a financial statement would be of considerable interest 
and importance to those who prepare financial statements. The article 
begins at page 343. 

The author is a very well-known economist and writer on social 
problems. He has considerable familiarity with financial statements 


since he is alsoa CPA. 


Each month this department comments on decisions and rulings selected 
from interpretations of the law by the federal courts, the Tax Court 
and the Internal Revenue Service, and lists tax meetings of interest. 


Hike IS a decision out of the blue 
Pacific that will make some salesmen turn a sickly green. It 


involves a bank-financed insurance plan. The insured was pre- 
vailed upon and did deposit his original policies as collateral. 
Hle lost his cash values, and he sued the insurance salesman 
who submitted and sold $150,000 of bank-financed insurance to 
him. The decision has its roots in fraud. The court awarded 
the insured actual damages in the amount of $13,309 as well 
as $2,500 for mental suffering and $10,000 as punitive damages. 
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Here is what the court did not like: All schedules submitted 
by the insurance salesman were for a taxpayer in the 40 per 
cent bracket, whereas this prospect was a taxpayer in the 26 
per cent bracket. One of the “considerations” the insurance 
salesman stipulated was that the plan not be shown to any 
other insurance agent (the decision suggests that this precludes 
a man from obtaining competent advice). When the insured 
realized how deep he was in insurance, he took the plan to an 
investment broker and asked his advice. The investment broker 
thereupon submitted the plan to a rival insurance company, 
whose opinion was that the insured had been oversold. Then 
the original salesman (the defendant in this case) refused to 
cooperate in adjusting or reducing the insurance under this plan, 
because his plan had been shown to another insurance company. 
The court intimates that the purchase of $150,000 of life insur- 
ance is not a do-it-yourself project, and that the competent 
advice of others should always be sought.—Kunox v. Anderson 
(DC Hawaii). 


THe COMMISSIONER warns unions 
that they may lose their tax exemption because of death, sick- 
ness, accident and other benefit programs. The Service takes 
the position that the objective of an established system for the 
payment of sickness, death, accident and other benefits, which 
members of a union are entitled to receive as a matter of right, 
has no customary relation to the purposes of a labor union. 
The tax exemption is granted to organizations which have no 
net earnings inuring to the benefit of any member. The exemp- 
tion contemplates that the objective of a union is the better- 
ment of conditions of the members, such as the development of 
a higher degree of efficiency in their respective occupations. 
The tax law has in mind objectives which better the conditions 
of the members as a group, rather than improve the conditions 
of individual members. So, if the labor union wants to preserve 
its tax exemption and, at the same time, give its members these 
health and welfare benefits, it had best split its functions. If 
the providing of the benefits becomes a major purpose of the 
union, the exemption will be lost.—Rev. Rul. 58-143. 


THERE ARE PRIZES with cash awards 


for almost anything these days. A sales slump will see more 


of these 25-words-or-less contests presenting opportunities for 
the consumer with a fertile mind. There is no tax advantage 
to entering in the name of a child, even if the prize is a scholar- 
(Continued on page 365) 
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How the Premium Payment Test 
Affects Small Business 


By GERARD S. BROWN 


The Administration favors the re-enactment of the life insurance 


premium payment test. 


The test has discouraged much sound estate planning, 


especially by owners of small businesses who have been deterred 
from the purchase of much-needed life insurance by the drastic consequences 


in the 1939 Code. 


Mr. Brown believes that re-enactment 


of the test in any form can only needlessly revive inequities and 

hardships which were eliminated by the 1954 Code. A chartered life underwriter, 
the author is with the Penn Mutual Life Insurance Company, Chicago. 

He is past president of the American Society of Chartered Life Underwriters. 


State- 


ib tneiee Treasury Department, in a 
ment to the Senate Finance Committee, 
requested that H. R. 8381, Technical Changes 


Bill of 1958, be amended to include the 
Department’s recommendation of Novem- 
ber, 1956, that the excess of death proceeds 
of a life insurance policy over the cash 
value be taxed in the estate of the insured 
if he paid the premiums, even though he 
possessed no incident of ownership. That 
formula had been recommended by the 
Treasury Department to the House Com- 
mittee on Ways and Means and had been 
found unacceptable after careful study. 
Now, the desire of the Treasury Depart- 
ment to seek out for the income 
so badly needed to balance a seams-burst- 
ing federal budget is understandable; but 
why it overlooks realities and 
cousequences as it does in its position on 


sources 


econe ymic 


1 Kohl and Harley v. Commissioner, 55-2 USTC 
{ 11,564, 226 F. (2d) 381 (CA-7). 


Premium Payment Test 


the premium payment test has never been 
clear. 


Constitutionality of the premium pay- 
ment test has been denied by a circuit court 
of appeals." In a more recent case,’ the 
Tax Court would not follow Kol and de- 
Appeal of this 
is pending in the Second Circuit. To say 
the least, the constitutionality is an 
question. 


cided against the taxpayer. 


open 
It has discouraged much sound 
estate planning by small busi- 
nesses who were deterred from the purchase 


owners of 


of much-needed life insurance by the drastic 
consequences of the premium payment test 
in the 1939 Code. 

The ardor of the Treasury Department 
in the pursuit of this objective is especially 
hard to understand in the light of the De- 
partment’s own facts in its published statis- 


tics. Here are key figures from its reports 


2 Estate of Clarence H. 
29 TC —, No. 4 (1957). 


Loeb, CCH Dee. 22.614 
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Estate tax filed 
during 1950 
Number of returns 25,858 


Number of taxable returns 17,411 


returns 
1955 * 
36,595 


25,143 


(In thousands of dollars) 


Total gross estate $4,918,094 $7,467,443 
Adjusted gross 
estate 2,126,181 2,792,393 
Total marital deduc- 
tions 799 597 
Marital deductions in 
taxable 
Total life 
Life insurance in non- 
taxable 


564,941 


356,819 


1,023,127 
468,498 


estates 

insurance 

estates 97,155 122,604 

taxable life 
insurance 

Cash 

Federal estate taxes 


Gross 
259,534 
534,604 
483,520 


345,894 
747,880 
778,342 

Of the life insurance in taxable returns 
totalling $345,894,000, the sum of $80,714,000 
was in estates of 8,871 decedents who died 
after August 17, 1954, the effective date of 
the 1954 Code. Obviously, the 1954 Code 
had been in force for too short a time to 
significant influence upon taxable 
insurance, and therefore the statistics will 
show the full effect of the premium pay- 
ment test in a determination of its value 
in the production of Treasury income and 
its impact upon There was little 
time death for many of the 8,87] 
persons to transfer insurance. Because the 
marital deduction had been in effect since 
1948, the tax yield of the 1955 estates would 
have been reduced by a substantial figure. 
The exact amount of attributable 
to taxable life insurance can be determined 


have a 


estates. 
before 


income 


only by analysis of individual estates. But 
gross taxable insurance is only 12.3 per cent 
of the total adjusted estate. That 
probably was reduced 50 per cent or more 
by marital deductions and still further by 
loans against some policies. A reasonable 
estimate is that the net taxable amount of 
life insurance after deductions would be 
5 per cent of adjusted gross estate. Thus, 
life insurance produced about 5 per cent of 
the federal estate tax or, in round figures, 
$39 million in 1955. Any amount is too 
great when it comes from an inequitable 
tax and one which creates other problems 


gross 


in its impact on the economy and, espe- 
cially, on small business. Indeed, the Treas- 
ury may lose potential income tax by the 
effect on small estates 
which would not even be overcome in the 


adverse business 


tax. The $39 million is about the 
maximum potential of future income, and 
even that may not shrink much under pres- 
ent law because many men are reluctant to 
transfer life insurance which they own and 


estate 


which has been in force for some time. 

A shocking fact shown by this tabula 
tion is that the average amount of taxable 
insurance in taxable estates was only $13,700 
in 1950 returns and $13,359 in 1955 returns. 
That this meager amount is virtually un- 
changed vividly demonstrates the retarding 
effect of the premium payment test upon 
the purchase of needed, sometimes desper- 
needed, life insurance. Treasury in- 
come is not helped when taxability virtually 
destroys the subject ot the tax, as it does 
people purchase of life 
insurance because of the inroads caused by 
the premium payment test. Gifts are made 
in other forms which remove them from 
taxable estates, so Treasury income gains 
nothing by the premium payment test. It 
is immaterial whether it is the 1939 Code 
formula. The deterrent 
effect would be damaging to many estates 


ately 


when resist the 


test or a modified 


with holdings in small business especially. 


most reliable and 
method of providing estates 
with liquidity. Prevention or reduction of 
shrinkage due to forced liquidation or un- 


Life insurance is the 


economical 


economic mergers to raise cash is a sound 
contribution to the national economy which 
deserves encouragement rather than handi- 
On the facing page, Treasury 
ment figures from the same publications tell a 
striking story of the consequences of the 
premium payment test under the 1939 Code. 


caps. Depart- 


Available also were part of the proceeds 
of life insurance, $356,819,000 in 1950 and 
$468,498,000 in 1955. Availability depended 
upon the methods of settlement provided 
in each policy and whether it had been as 
signed to secure debt. Also to be classified 
as liquid were portions of the state and 
municipal bonds totaling $425,650,000 in 
1950 and $457,054,000 in 1955. The market 
ability of those bonds may vary from issue 
to issue, as they are generally low interest, 
income tax exempt with a relatively nar- 
row market. There is no way to estimate 
the liquid value of other items in the assets, 
such as corporate bonds and stocks of widely 
varying quality and marketability, only the 
totals of which in all estates can be stated 
in such a statistical tabulation. 


It is clear that the total of assets of sure 
liquidity in estates, cash, federal bonds and 
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4 Statistics of Income 1954—Estate Tax Re- 
turns Filed During the Calendar Year 1955. 
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Urgent Needs for Cash 


Returns filed during 


Funeral and administration expenses 


Debts and mortgages 
Support of dependents 


Religious, charitable and public bequests 


Federal estate taxes 
Foreign death duties 
State inheritance tax (minimum) * 


Total 


(In thousands of dollars) 
1950 1955 
223,142 $ 307,920 
296,615 382,648 

30,557 149 
205,863 397,835 
483,520 778,342 

965 3,881 
48,940 86,349 





$1,289,002 


$1,957,024 


(Not stated—cash bequests of an indeterminate amount.) 


To meet those needs the estates had 


Cash 
Federal be yds 


Total high-liquidity assets 


Figures show 
estate tax returns. 


only 


(In thousands of dollars) 
$524,604 $ 747,880 
425,650 457,054 





$950,254 $1,204,934 


state inheritance tax credit in deductions in federal 
Obviously, the total state taxes were greater and required 


more cash, but the total amount is not available. 


Se EE SE 


indeterminate 
is less than the total urgent needs 


available life insurance of 
amount 
for cash. Totals tell only part of the story 
Liquidity varies from estate to estate. Some 
are highly solvent, and they range from that 
to solidly frozen. It is a certainty that 
many are de hard pressed. \ 


large proportion must have sacrificed great 


‘sperately 


losses. These conse 


amounts of assets at 


quences, damaging to families and, in many 


cases, employees ot closely held businesses 
owned by decedents, could have been mitt 
ated by lite which decedents 
would have purchased except for the pre 


nuum payment test. 


insurance 


The estate tax problem of small business 
owners has long been serious and a source 
$ concern to Congress and the Adminis 
tration. The United States Senate Special 
Committee to Study Problems of American 
Small 1 


Business stated in its report to the 
Eighty-first Congress: ° 
“The Federal Trade Commission in tl 

summer of 1948 published A Summary Re 
port on the Merger Movement. This report 
found that during the period 1940-47 
more than 2,450 formerly independent manu 
facturing and mining companies have dis 
appeared as a result of mergers and acqui- 
This is 


sitions. 


presented as a minimum 


5 Final Report of the Special Committee to 
Study Problems of American Small Business 


Premium Payment Test 


estimate. It is stated that these companies 
have an aggregate 


dollars. 


asset value of each company is a shade over 


2 million dollars. 


asset value of 5.2 billion 
This would mean that the average 


It is the combined pres- 
sure of the income- and estate-tax structure 
which forces independent owners of busi- 


nesses of this size to sell out to larger com- 
panies 


and the 


The Treasury forces these mergers 
Federal 

plains about 
legal barrier. 


Trade Commission com- 


them and seeks to set up a 


“By way of example, take a company 


smaller than the average of those cited by 
the Federal Trade Commission, with a net 
worth of $1,000,000 \ company of this 
size might have about 150 employees, since 
investment required for 1 em- 
now $6,000 


the average 
ployee is 
\ssume that it earns after corporate taxes 
$100,000 a vear, which would be 10 per cent 
of its capital. Of this, $50,000 is retained in 
the business for growth 


running well over 


and contingencies 
and $50,000 is distributed in dividends. The 
owner draws a salary of $20,000 a vear. Out 
of his total income of $70,000 a 
single man would pay about $38,000 in taxes 
$32,000. A 

$30,000 


year, a 


and keep about married man 


vould pay about and keep about 


$40,000. The State and 
Senate, 
19-21 


Federal estate tax 


(United 
S. Rept 


States 
16), pp 


8lst Cong., Ist Sess., 
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on a business worth $1,000,000 may be over 
$300,000, whether it strikes entirely on the 
owner’s death or on the death of the owner 
and the subsequent death of his wife. If 
the owner of the business was able to save 
from $10,000 to $20,000 a year, living on 
$20,000 a year, it would take him from 15 
to 30 years to build up a fund to pay the 
estate tax on his business. 


“Most individuals don’t build up this kind 
of a business until they are beyond 40. 
Since all previous savings are apt to have 
been put into the business, the likeliest 
practical solution for the financial dilemma 
in which such an owner finds himself is to 
convert his ownership to cash or some 
kind of liquid security by selling out to a 
larger company. If he continues to own 
the business, he is multiplying the hazard 
which at best inheres in passing it on to 
new management by leaving the new owners 
with a substantial cash liability against their 
ownership of the business. In fact, if he 
did succeed in building up $300,000 to pay 
the estate tax on his business, he would 
then have to find another $125,000 to pay 
the estate tax on his estate-tax money. 


“To put it another way, to finance the 
continuation of his business in independent 
ownership after his death, the owner has 
to somehow find more than $500,000 in cash 


out of an after-tax personal income of 
$30,000 to $40,000 a year. This situation is 
by far the most powerful force in promoting 
mergers and concentration of industry today.” 


Recommendations to Help Small Business 


The committee followed this with three 
recommendations, one of which said: 

“Give life insurance the same estate-tax 
treatment as any other form of property. 
If the owner of a business provides for pay- 
ment of estate tax on his death by giving 
his son $3,000 a year, there is no estate tax 
on the money thus transferred. If he gives 
his son $100,000 in cash, there is a gift tax 
but no estate tax. The son has $100,000 
less gift tax free and clear for payment of 
estate tax. However, if the son is given 
$3,000 a year to pay premiums on a life- 
insurance policy covering the father’s life, 
the insurance proceeds are piled on top of 
the father’s other property and subject to 
estate tax. Removal of this discrimination 
against one type of property, life insurance, 
would facilitate putting the heirs of owners 
of independent businesses in a position to 





~@ Progress Report by the Cabinet Committee 
on Small Business, August 7, 1956, p. 5. 
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meet estate tax obligations and to carry on 
the business free of extraordinary obliga- 
tions.” 

The President’s Cabinet Committee on 
Small Business has recommended an install- 
ment-payment method of settling the estate 
tax as an essential relief. The committee 
stated:° 

“That the taxpayer be given the option of 
paying the estate tax over a period of up 
to ten years in cases where the estate con- 
sists largely of investments in closely-held 
business concerns. 

“At present the need to pay a heavy 
estate tax at times leads to the disruption 
of the management, control, and operations 
of a small business. This is a contributing 
cause of numerous mergers. Although the 
law permits the Commissioner of Internal 
Revenue to defer the payment of the estate 
tax up to 10 years, this provision of the 
law applies only to cases of hardship. It 
does not give the taxpayer who may claim 
hardship any assurance that his claim will 
be recognized, Nor is relief available when 
assets can be sold at a fair price, even 
though the sale leads to the merger or 
dissolution of a company. 

“To remove these difficulties the taxpayer 
should be given the option of paying the 
estate tax forthwith or in installments over 
a maximum period of 10 years, whenever 
an estate consists largely of investments in 
In the event 
that the taxpayer elects the latter option, 
he should be charged a moderate rate of 
interest as at present in hardship cases. 
Careful consideration should be given to the 
merits of limiting the installment option to 
an estate tax of some specified maximum 
amount.” 


Provisions of S. 3194 

This principle has been included in S. 
3194, recently introduced by Senator Spark- 
man and which has been referred to the 
finance committee. Its stated purpose is 
“to establish an initial program of tax ad- 
justment for small and independent business 
and for persons engaged in small and inde- 
pendent business.” Section 4 of that bill 
provides for optional settlement of the estate 
tax in from two to ten annual installments 
with interest at 4 per cent per annum if 50 
per cent or more of the gross estate consists of 
an interest in a business partnership, sole pro 
prietorship or corporation if the decedent 


(Continued on page 305) 
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A Change in Settlement Authority 


in Tax Court Cases 
By R. P. HERTZOG 


This article discusses a to-be-issued order of the Internal Revenue Service, 
Delegation Order No. 60, Chief Counsel's Order 1958-5, effective May 1, 1958, 
dealing with the disposition of cases before the Tax Court. 

This directive extends greater authority to the regional counsel 

in the settlement of tax cases approaching litigation. 

The author is Assistant Chief Counsel (Litigation), Internal Revenue Service. 


\ SIGNIFICANT CHANGE has occurred 
“Xin the Internal Service with 
respect to the settlement of cases in the Tax 
Court of the United States. Since the de- 
centralization of this work in the field more 
than 20 years ago, the Appellate Division, 
formerly the Technical Staff, has had juris- 
diction to settle docketed cases, subject to 
the concurrence of 
erly 


Revenue 


regional counsel, 
known as division counsel 


form 
(also for a 
short period as district counsel). This situa- 
tion existed from the time a 
docketed in the Tax Court until it was tried 
and thereafter until entry of decision. The 
original document providing 
action was T. S. 57, 


Case Was 


for such joint 
approved September 14, 
1939, which was superseded by Reorganiza 
tion Order No. 2, approved May 15, 1952, 
which has since been revised and amended 
These documents were signed by the Com 
Internal and 
Counsel of the 
of the Treasury. It was 
Order No. 2 
that the regional commissioner (with power 
had the authority 
to settle (1) all cases docketed in the Tax 
Court,” subject to the proviso that sucl 
action could be taken only with the con 
currence of counsel. 


missioner of Revenue approved 
by the 
and the Secretary 


provided in 


General Treasury 


Reorganization 


to redelegate) “exclusive 


One of the subjects taken up by the Mills 
subcommittee of the House Way and Means 
Committee in connection with its study of 
internal revenue administration was the matter 
of settlement authority in Tax Court cases 
Such followed 
made at various times in the past few vears 


consideration 


suggestions 


Change in Settlement Authority 


by the Taxation Section of the American 
Bar Association and by other organizations, as 
well as by many tax practitioners, for more 
authority for the field representative of the 
Chief Counsel of the Internal 
Service, who is charged with the responsi- 


Revenue 
bility of the trial and of the defense of the 
Commissioner's 
bility. To 
well as in other studies of internal revenue 
matters, the 
group of 
countants 


determination of tax lia 
assist it in this connection, as 
subcommittee 
prominent tax 

This group recom 
mended further study by the subcommittee 
and by the Service as to final set 
tlement authority in all docketed 
should be 
after consultation with and advice from the 
Appellate After consideration of 
this matter, the subcommittee, in its report 
issued April 22, 1957, definite 
conclusion that “the Chief Counsel’s repre- 
sentative in the field should 


consultation 


appointed a 
lawyers and ac 


advisory 


whether 
cases 
lodged in the re 


1 ynal « ounsel, 


Division 
came to the 

have the au 
with the \p 


final 


cases 


thority, after 


to make settlements 


docketed 


pellate Division, 
with 
responsible for 
Court.” 


This 


for such a complete change in responsibility 


respect to since he is 


trving cases in the Tax 


recommendation, calling as it does 


for settling cases, received the most thorough 


and 


careful consideration by the Commis 


sioner’s ¢ Yffice, the Chie f Counsel's ( ffice 
and the Department, in 
the procedures which | 
the field with a 


success for the 


[Treasury view of 


ad been ¢ perating in 
considerable measure of 


past 20 vears. The conclu- 
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sion was reached that it would be inadvisable 
to adopt the subcommittee’s recommenda 
tion with respect to settlement authority in 
its entirety, but that a modified change was 
in order and should be made. It was felt 
that since the Chief Counsel has the duty 
Tax 
Court litigation, changes designed to strengthen 
the Chief Counsel’s Office in its proper con- 
trol of such litigation should be made. 


of representing the Commissioner in 


Mills 


which 


The Commissioner advised Chairman 
that a change would be made undet 
regional counsel would assume full re- 
sponsibility for settlements on and _ after 
the opening day of the session of the Tax 
Court at which a calendared for 
trial, pretrial or report, and that prior to 
that time settlements would remain the 
joint responsibility of the Appellate Division 
and the regional counsel, subject, however, 
to the provision that in the event of dis- 
agreement in the field, the matter would be 
referred to the Chief Counsel. The Chiet 
Counsel would then consider the views of 
both the Appellate Division and the regional 
counsel and decide what action should be 
taken. His conclusion under such circum- 
stances would be controlling and the case 
would be disposed of in accordance with his 


case is 


This proposed change is designed 
to re-establish proper control of Tax Court 
litigation in the Chief Counsel’s Office, but 
is not intended to alter settlement authority 
or procedure except to the extent inherent 
in such proper control. It was felt that 
this step would strengthen our litigation 
and settlement procedures. 


decision. 


reply made by 
subcommittee’s 


In conformity with the 
the Commissioner to the 
recommendation for a change in settlement 
authority, an order has now been sivned by 
and the Chief Counsel, 
designated Delegation Order No. 60 and 
Chief Order No. 1958-5. The 
order was approved by the General Counsel 
of the Treasury and by the Acting Secre- 
tary of the Treasury on April 17, 1958, and 
is effective May 1, 1958. The order super- 
sedes and modifies Reorganization Order 
No. 2 and all other prior instructions to the 
extent inconsistent therewith. It 
as follows: 

DEPARTMENT OF THE TREASURY 
INTERNAL REVENUE SERVICE 
DELEGATION ORDER NO. 60 
Chief Counsel's Order 1958-5 
Cases in the Tax Court of the United States 


the Commissioner 


Counsel's 


prov ides 


“1. Pursuant to the authority vested in 
the undersigned, it is ordered that cases in 
the Tax Court of the United States shall be 
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handled as this Order, as 


follows: 


provided in 


“(a) Pre-Session Cases. Prior to the open- 
ing date ot the session at i 
calendared for trial or of any pre-trial hear- 
report 


which a case is 


ing of or session on a case, as to 


cach such case: 


“(1) Settlement negotiations with the peti 
tioner or his counsel or both shall be con- 
Appellate Division, 
invited to partici- 


ducted by the Regional 
with Counsel 
pate; and 

“(2) A settlement or 
case in whole or in part, negotiated or made 
by the Appellate Division and 


Regional 
concession of the 


Regional 


concurred in by Regional Counsel will dis- 


pose of the case or the issue or issues in- 


volved; and 


“(3) If the Regional Appellate Division 
and Regional Counsel fail to agree (i) as to 
a proposed settlement or concession or (ii) 
that there should not be a settlement or 
concession the views of each office shall be 
submitted by Regional Counsel to the Chief 
Counsel; and the Chief 
Counsel in such a case shall be controlling 
and action shall be taken in accordance with 
his memorandum as to the whole case, or 
as to the issue or issues on which there was 


decision of the 


a failure to agree at the regional level. 
“(b) and 


pening date of the session at which a case 
is calendared for trial, or of any 


Session Cases. On after the 

pre-trial 
hearing of or report session on a case, as to 
each such case: 

“(1) The conclusion of Regional Counsel, 
whether the case, in whole or in part, should 
tried shall be con- 
Counsel's memo- 


be settled, conceded, or 
trolling; and Regional 
randum on the settlement or 
shall be the basis for disposition of the case, 
in whole or in 
and 
(2) 


execute 


concession 


part, as the case may be; 
Regional Counsel is authorized to 
stipulations of settlement of an 
issue or issues or of the whole case, and of 
concession of the case in whole or in part. 

“(c) Continuance of Authority of Counsel 
The authority of Regional Counsel under 
paragraph (b) shall continue: 

“(1) During the session at which the case 
is calendared for trial, or during the pre- 
trial or report session, as the case may be; 
and 

“(2) If a pre-trial or report session is 
held on the after notice has been 
given that the case is calendared for trial: 


(Continued on page 362) 
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Should You Use a Jury? 


By ROBERT S. HOLZMAN 


This resume of an analysis of 75 recent tax cases which involved juries 
shows some of the circumstances that suggest issues 


which might better be submitted to a jury. 


The author adds, however, 


that the choice between appearing in a district court or the Tax Court 
is dependent upon much more than statistics. The author is professor 
of taxation at New York University Graduate School of Business Administration. 


TT’. HERE IS discernible an increasing use 

of juries in tax cases. The intricacy of 
the problems that are placed be- 
a panel of laymen might require 
even the most veteran tax practitioner to 
expend hours in research and review. 
tially equivalent to a dividend, transfer in 
contemplation of death, existence of a tax- 


some oft 


fore such 


kssen- 


free corporate reorganization, propriety of 
the net-worth method . . . /ntent is the crux 
Per- 
haps one is willing to assume that the Board 
ot Tax Appeals, with its years of single- 
minded specialization, could “peer into th 
mind of the taxpayer” ;" but does a jury have 
this endowment of perception ? 


of a large proportion of these cases. 


extrasensory 
By far the greatest amount of tax litiga- 
tion finds its way to the Tax Court of the 
United States, without benefit of jury. This 
is in line with the remarkable optimism of 
the American taxpayer: Why pay a tax 
deficiency if a court ultimately may find 
against the government? If a timely peti- 
tion is filed with the Tax Court, there is no 
tax to worry about until and unless there is 
an unfavorable ruling. 
tax cases have their first hearing 
in a United States District Court or, 
occasionally, in the Court of Claims. 
district court 
the tax already has been paid and a suit ts 
for refund 


Some 
very 
Che 


may have to be used because 


necessary purposes. Sometimes 


a district court is selected because afte 
examining the results of past litigation in- 
1 William C. De Mille Productions, Inc., CCH 
Dee. 8582, 30 BTA 826 (1934) 
2 Walter H. Beaman, ‘“‘When Not to Go to 


the Tax Court: Advantages and Procedures in 


Should You Use a Jury? 


volving s‘milar issues, the taxpayer believes 
that he will find here a more sympathetic 
climate for his particular case than in the 
lax Court. This practice is referred to as 
“tribunal shopping.” “In practice the 
judges of the district courts pay much more 
attention to the law of 
the Tax Court judges.” ’ 


than do 
But with increas- 
ing frequency, taxpayers are bringing their 
district court the 
opportunity of having a 

Possibly 
veteran attorney 
member of the bar 
me, I talk 
talk 


against 


evidence 


because of 
rial by jury.’ 


cases to a 


the 
counseled a 
“When the facts 
Wien the law is 
facts. When both facts 
me, I just talk.” Such 
a lawyer might well feel that his spread- 
eagle oratory would find a more responsive 


the 
new 


apocryphal is story of 
who 
are 
against law. 
against me, I 


aud law are 


audience in a jury than in the case-hardened 
judges of the Tax Court. 

More important is the fact that any jury 
is almost 
businessman. 
that his calling 
sympathetic to their 
seems to have gotten into the toils of some 
governmental rule that no ord'nary person 
knows anything about. The tax 
mulated earnings is a case in point. 
are few taxes so repugnant 
ot the 
allow 


certain to contam at least one 
A businessman is apt to feel 
members of will be more 


one of fellows who 


accu- 
There 


on 


to a business 
Internal Reve- 


some 


e} 
man, for Section 531 
Ce de 


agent without specialized knowledge of this 


nue seems to revenue 


Going to the District Court,’’ 7 The Journal of 
Taxation 356 (December, 1957) 

* A jury is available in the district court upon 
the request of either party (28 USC Sec. 2402) 
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particular company and without responsi- 
bility for his decision to pass judgment upon 
the acts of veteran executives who success- 
fully had developed the enterprise. Perhaps 
a businessman-juror will think to himself, 
“If I let the government tell one corpora- 
tion how to make its decisions, the next 
time revenuer is likely to tell me how 
to run my business.” As a rule, one cannot 
tell what a juror’s motivation was; but it is 
a matter of record that every accumulated 
earnings tax case which went to a jury was 
decided in favor of the taxpayer. 


some 


If a tax law is overly technical, a juror 


In the ordinary area of dispute where the 
taxpayer must bear the burden of proof, a 
juror is apt to be influenced by the answer 
to his own question, “Could I prove that 
I am right in every instance where I know 
beyond a scintilla of doubt that I am right?” 


As to fraud matters, taxpayers have fared 
rather poorly in jury trials. It might be 
argued that the juror bears a deep resent- 
ment that certain businessmen have been 
getting away with something that he dared 
not do himself. 


In a case where the points are black or 


white, the jury should reach the same result 
as the judge. But in a gray area, the tax- 
believe that the jury is going 
to be more sympathetic. The judge prob- 
ably has heard this same tale before. To a 
jury, it is apt to be new. 

The correctness, at least 
jury findings is very high. 
analyzed for this article, 
reversals *® and nine affirmations. 


might conclude that another intelligent busi- 
nessman failed to understand the re- 
quirements by reason of the fact that he did 
not have the advantages of a law school 
education. To a juryman, “desire to save 
taxes” may not have the awful sound that it 
would have to a professional judge who has 
had many years of exposure to tax adminis- 
tration and tax dodgers. “Whenever the 
facts in your case will tend to impress a 
jury of laymen but will not hold up too well 
before a judge, it is best to sue for a refund The tabulation indicates the 
in the District Court and ask for a jury amazing variety of tax cases that have been 
trial.” * submitted in 


also 


payer may 


technically, of 
In the 75 cases 
there were three 


following 


recent times to juries: 
Citation Finding 

Kaiser v. U. S., 58-1 ustce § 9294 (DC Wis.) G 

Zemp 7% S., 57-1 usre § 9243 (DC Wyo.) i 

McWilliams v. Godwin, 54-2 ustc J 9514 (DC Ark.) 

Ryman v. Tomlinson, 56-1 ustc § 9519 (DC Fila.) 

McKay v. Bowers, 53-2 ustc § 9535 (DC S. C.) 

Frank, 57-1 ustc {9525 (DC Wash.) 

Riddell, 52-1 ustc 9296 (DC Calif.) 


(DC 


Issue 


Income or gift 


Capital or ordinary income 


Buckley v. 
Malouf v. 


that Hofmann v. Shaugnessy, 52-1 


N. Y., 1951) 


Thorsness v. U. S., 


Income in excess of ustc § 9162 


reported 
Deductibility of 58-1 uste 9274 (DC IIL.) 


Kelm, 


alimony 


William Yungbauer & Sons, Inc. v. 53-2 
ustc § 9453 (DC Minn.) 
Henk v. Columbus Auto Supply, 


{ 9804 (DC Minn.) 
Griffin v. Jones, 53-2 ustc J 9464 (DC Okla., 
aff'd, 54-2 ustc J 9682, 216 F. (2d) 885 (CA-10) 
Fewell v. U. S., 57-2 usrc J ones, (DC Fila.) 
Cote z ee 53-1 ustc § 9251 (DC N. H.), aff'd, 
54- 2 ustc J 9455, 213 F. (2d) 651 (CA-1) ey 


Salary or dividend 


Inc., 57-2 ustc 


Essentially equivalent to 1952), 


a dividend 





jury v erdict set 


57-2 ustc § 10,042 (DC Wis.), 
aside by court, 58-1 ustc J 9294 (DC Wis.). 
*T = taxpayer; G = government; A = 
metical computation. 
™Two contracts were involved here. 
these was set aside on a directed verdict of 
the court for the defendant. 


*Martin M. Lore, How to Win a Tax Case 
(New York, Prentice-Hall, Inc., am), p. 63. 

5U. 8. wv. Forster, 55-1 UsTC ¢ 9250 (DC 
Wash.),rev'd, 56-2 ustc { 9975, 237 F. (2d) 617 
(CA-9); Mickler v. Fahs, 56-1 ustc { 9264, 9417 
(DC Fla., 1955), rev’d and rem’d, 57-1 vustc 
7 9598, 243 F. (2d) 515 (CA-5); Kaiser v. U. 8., 
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Issue 


Did lessor realize income 
on improvements made 
by lessee? 


Ordinary and_ necessary 


expenses 


Amount of depreciation 


lravel and entertainment 


expense 


Amount of reimbursed ex 


penses 


Reasonable compensation 


Deductibility of legal fees 
Medical expenses 


Business or nonbusiness 


bad debt 


Year of worthlessness or 


loss 


Loan or contribution to 


capital 


Repair or capital expendi 
ture 


Holding period 


‘Transaction entered upon 
for profit 


Ordinary course of business 


Rent or deposit of secu- 


rities 


Date of sale 


Valuation 


Was the accepted practice 


of the industry followed? 


Should You Use a Jury? 


Citation Finding 


S., 57-1 uste { 9430 (DC Ga.) yi 


Dodd v. U. S., 56-2 uste § 9673 (DC Ga.) 

Fahs, 54-1 ustc $9119 (DC Fla., 

Cover v. O'Malley, 54-1 ustc § 9418 (DC 
1953), aff'd, 55-1 ustc { 9330, 221 F. 


(CA-8) 


Connell v. 1953) 
Neb., 
(2d) 156 


Ash Corporation v. U. S., 58-1 uste § 9330 (DC Va.) 


Mohr v. U. S., 56-2 ustc § 10,075 (DC Va.) 
Fahs, 54-1 ustc § 9119 (DC Fla., 


Connell v 1953) 


Fallon v. U. S., 58-1 uste § 9140 (DC Tex., 1957) 


Sanborn Souvenir Company v. Nicholas, 55-1 
{ 9356 (DC Colo.) 

University Chevrolet Company, In 
ustc § 9430 (DC Fla.) 

Gorman Company, Inc. v. Fahs, 56-2 uste 
(DC Fla.) 

Smith v. Edwards, 53-1 ustc § 9442 (DC Ga.) 

Mudd v 


Mason v. U. S., 57-2 ustc § 10,012 (DC 


Feahs, 55-1 


€ 90740 


Patterson, 55-1 ustc § 9413 (DC Ala.) 
Hawaii) 


Lander v. Self, 51-1 uste § 9316 (DC Ark., 1950) 


Lambert v. U. S., 57-1 ustce § 9657 (DC Tex.) 


First Nattonal Bank of Lansda Smith, 56-1 ust 


TE 
7 9352 (DC Pa.) 


Mohr v. U. S., 56-2 ustc ¥ 10,075 (DC Pa.) 


Skalicky v. U. S., 56-1 uste § 9395 (DC Ind.) 


54-1 uste {9119 (DC Fla., 1953) 


58-1 ustc § 9140 (DC Tex., 1957) 


First National Bank of 


7 9352 (DC Pa.) 


Lansdale v. Smith, 56-1 ust« 


Tellepsen v 
Hvidsten v 


Phinney, 57-2 ustc § 9877 (DC Tex.) 


Colburn, 56-1 ustc § 9390 (DC N. D.) 
Fahs, 56-1 ustc § 9206 


Greentree v (DC Fila., 


1955) 


Decker Korth, 53-2 ust 


z € 9465 (DC Utah), 
aff'd, 55-1 ustc J 9225, 219 F. 


(2d) 732 (CA-10) 


oard Citizens National Bank of Norfolk v. U 


1 ustc § 11,738 (DC Va., 195 
O’ Mallen, 


) 


51-2 uste § 9449 (DC 


57-2 ustc $11,704 (DC Tex 


rie v. O'Malley, 51-2 uste § 9449 (DC 





Issue 


Purchase of realty with 


intent to raze building 

Was reinvestment “forth- 
with”? 

Did taxpayer's activity con- 
stitute “farming” ? 

Was there a tax-free re- 
organization? 


Partnership 


Accumulated carnings tax 


Reasonable cause 


Willful failure or violation 


Citation 


Merritt v. Davis, 55-1 ustc J 9385 (DC Ala.) 
Dunham Realty Corporation v. Bowers, 53-1 ustc 
79214 (DC S. C.) 


United States National Bank of Portland v. Gran- 
quist, 56-1 ustc § 9217 (DC Ore., 1955) 


Dodd v. U. S., 56-2 uste 99673 (DC Ga.), aff'd 
sub nomine, U. S. v. Chemell, 57-1 uste § 9679, 


243 F. (2d) 944 (CA-5) 


Anniston Soil Pipe Company, Inc. v. Patterson, 56-2 
ustc $9613 (DC Ala.) 


Bishop v. Kavanagh, 55-1 ustc § 9360 (DC Mich.) 

Donovan v, Reynolds, 52-2 ustc § 9432 (DC Minn., 
1951) 

Eisenberg v. Smith, 58-1 ustc § 9193 (DC Pa., 1957) 

Carrier v. Crenshaw, 52-2 ustc § 9406 (DC Va.) 

Smith v. Edwards, 53-1 ustc § 9442 (DC Ga.) 

Scharff v. Henslee, 52-1 ustc [9160 (DC Tenn., 
1951) 

Cohn v. McGowan, 54-2 ustc § 9644 (DC N. Y.) 

Smith v. Broderick, 51-2 ustc § 9429 (DC Kan.) 

Phillips v. U. S., 51-1 uste 79190 (DC Tex., 
1950), aff'd, 52-1 uste 7 9106, 193 F. (2d) 132 
(CA-5) 


Jackson v. Edwards, 53-1 ustce § 9443 (DC Ga.) 


Bradford-Wonderly Investment Company, Inc. v. 
U. S., 57-1 uste J 9494 (DC Colo., 1956) 


Kaufman Investment Company v. Scofield, 52-2 


ustc § 9436 (DC Tex.) 
Mabee v. Jones, 46-1 ustc § 9146 (DC Okla., 1945) 
KOMA, Inc. v. Jones, 53-2 ustc § 9463 (DC Okla.), 
aff'd, 55-1 uste § 9132, 218 F. (2d) 530 (CA-10) 
Wilson & Greene Lumber Company, Inc. v. Shaugh- 
nessy, 53-1 ustc § 9417 (DC N. Y.) 
Brown v. Edwards, 53-1 ustc § 9441 (DC Ga.) 
U. S. v. Marler, 56-1 ustc § 9483 (DC Alaska) 
Henk v. Columbus Auto Supply, Inc., 57-2 uste 
¢ 9804 (DC Minn.) 
Knisley v. U. S., 53-1 uste J 9226 (DC Ohio, 1952), 
aff'd, 53-1 ustc 7 9227, 200 F. (2d) 559 (CA-6) 
Rodd v. Fahs, 56-1 ustc § 9146 (DC Fila.) 
Tolbert v. Self, 52-1 ustc § 9146 (DC Ark., 1951) 
U. S. v. Putek, 55-1 ustc § 9243 (DC N. J., 1954) 


Brown v. U. S., 56-2 ustc § 9710 (DC Fila.) 
Neel v. U. S., 57-1 ustc 7 9430 (DC Ga.) 
Carmichael v. U. S., 56-2 ustc § 10,031 (DC Ga.) 


U. S. v. De Fiore, 54-2 ustc 99710 (DC Colo.) 

McCranie v. U. S., 56-2 ustc J 9653 (DC Ga.) 

U. S. v. Palermo, 58-1 ustc § 9137 (DC Pa., 1957) 

U.S. v. Yuncker, 57-1 ustc § 9486, 147 F. Supp. 97 
(DC Ind.) 

U. S. v. Swidler, 55-1 ustc J 9317 (DC Pa., 1954) 

Kellems v. U. S., 51-1 uste ¥ 9191 (DC Conn.) 


Finding 


G 


G 
T 
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Omission of 25 per 


of gross income 


Propriety of net-worth Hansen v. V 
method 


(CA-10) 


Was acquisition of stock 
to get assets? { 9287 (DC 


Contemplation of death 

58-1 ust 

Selnes Estate 
Minn.) 


Valid and completed eilt 
1951) 


heop 7 
epsen 7% 


Primarily charitable nature Tel 
of foundation 


In 3783, “Publius” (Alexander Hamilton) 
wrote that “trial by jury is a safeguard 
against an oppressive exercise of the power 
of taxation.” * The above sampling tends to 
support this belief 
of tribunal, however, must be made on the 
basis of more 


The taxpayer’s choice 


than statistics. It might be 
regarded as a highly personal variation on 
the theme of averages. If he believes that 
what he did (or failed to do) is what the 


average person would have done under the 


cent WcCranie v. U 


1955), aff'd, 56-2 


Georgia-Pacific 


{ 11,738 


Scharff v. Henslee, 


I: oan! eae 
Phinney, 57-2 


Citation 


56-2 ustc J 9653 (DC Ga.) a 


Finding 


56-1 © O30] 


ustc § 9966, 237 


USTC 


Corporation v. U. S., 
(aa.) 


Seaboard Citizens National Bank of Norfolk 


(DC Va., 
U. S., 58-1 


1957) 


ustc § 11,749 (DC 


52-1 ustc § 9160 (DC Tenn., 


2 ustc J 9877 (DC Tex.) 


circumstances, the may prefer to 
rather than to per 


\s was said by Mr. 


nontax 


taxpayer 
trust his fate to a jury 
fe ction-seeking judges. 
Justice Brennan, 


“The jury represents a cross-section 


dissenting, in a 
case: 
of the community and has a special aptitude 
for reflecting the views of the average per- 
son.”* Yet not taxpayer is willing 
to think of himself as that 
“God, I thank thee, that I am not as other 


’ [The End] 


every 


average person 


men are.’ 


HOW THE PREMIUM PAYMENT TEST AFFECTS SMALL BUSINESS— 


Continued from page 298 


owned 10 per cent or more of the capital 
It further provides for an extension 


stock. 
to 20 years in 
Proot of undue hardship required in Sec- 
tion 6161(a)(2) of the Code would not be 
necessary for the two-to 
cases under S. 3194. 


cases of undue hardship 


ten-year extension 


in these 
3194 is 


he right direction and should b 


Relief of the kind provided in S 
a step in 
enacted 
ecutor, the 


ut where does it place the ex 
position of the small 
decedent’s family and the 
Department? Isn't it far better 
for all concerned if cash is available to pay 
rmal time? If the 


credit 
business, the 
‘Treasury 


he estate tax at the mn 
including 
The lien it holds 
under Section 6324(a) may give the Treasury 
of a sort, but it is not cash and it 
damages ot credit ot the 
small under Section 
2204, an executor cannot be discharged from 


business loses money, all lose, 


the Treasury Department 


security 
destroys the 


business. Moreover, 


8 The Federalist, No. 83. 
® Kingsley Books, Inc. v. Brown, 354 U. S. 436 
(1957). 


Should You Use a Jury? 


nated by the 


versonal liability for payment of the estate 


until it is paid. Whether an estate can 


‘ 
lly paid may 


t 

t 

be closed before the tax is ful 
be doubtful in 

individual 


some jurisdictions and in 


many situations 


Why 
insurance which could pay the 
tion of the 


would create problems which 


place obstacles in the Way of lite 
tax’? Restora 
premium payment test in any form 
would neces 


sitate extensions. What good reason can 


there be for a tax which would breed such 


problems? The Treasury gains nothing by 
exist 
of the 
produce 


study 


a tax on something which does not 
Policies which are not taken because 
premium 


Treasury 


payment test cannot 


income. The exhaustive 
which has been given the premium payment 
test by committees of Congress surely 
lead to the 


form can only 


must 


conclusion that its re-enactment 
needlessly 


} 


im any revive 


were elimi 


[The End] 


inequities and hardships whic 


1954 Code 


%” Luke 18:11. 





| By ROBERT L. MERRITT 


How the Proceeds 


of Use and Occupancy, or Business 


T HE HAZARDS of fire to a manufactur- 
ing concern are very much on the minds 
of businessmen these days. Two 
fires, which occurred in Livonia, Michigan, 


serious 


a few years ago and which were reported 
and pictured extensively in the newspapers, 
have made businessmen more conscious than 
ever of the devastation which fire can wreak 
on industrial plants, and the disruption it 
can impose upon production schedules. The 
August, 1953 fire in the newly built 1,500,000- 
square-foot hydramatic transmission plant 
of General Motors Corporation caused an 
estimated direct damage of over $40 million, of 
which approximately $28 million was covered 
by insurance, according to published reports. 
In the same town, in January, 1952, the 
Ford Motor Company’s modern tank plant 
suffered a fire causing property damage of 
millions of dollars. Elaborate studies have 
been and are now being made of ways to 
prevent future crippling blazes. Insurance 
company representatives have been quoted 
as saying that the Livonia fires have “spot- 
lighted” the risk and that 
plant now worried 
protection.” 


“any be nly who 
about fire 


has a is 

In addition to the physical precautions 
which a manufacturing concern must take 
as part of a comprehensive and adequate 
fire prevention program, it should secure 





1 "Us > 
‘‘business interruption"’) insurance policies are 
also written to cover the consequential, as 
distinguished from direct, damage loss occa- 
sioned by breakage of machinery or equipment, 
and by accidents such as explosions. The dis- 
cussion herein applies equally to these policies. 
See pages 317-321 with respect to the avail- 
ability of valued forms of use and occupancy 
insurance in the case of fire. 

2 Broadly speaking, standard nonvalued forms 
of use and occupancy insurance usually define 
‘“‘coverage’’ in terms of reimbursement for esti- 
mated loss of net profits to which is added 
continuing expense (‘‘build-up’’ method), or in 
terms of net earnings less expenses which dis- 
continue during a shutdown (‘‘deduction’’ 
method) Both approaches are supposed to 
yield the same amount of recovery. A typical 
example of the first type of nonvalued form 
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itself by insurance protection against the 
drastic economic consequences of accidental 
fires and other disasters. Not only should 
there be insurance coverage to assure the 
availability of adequate funds to restore a 
wholly or partially destroyed plant, but wise 
planners will seek to protect them- 
selves against loss or injury sustained due 
to the interruption of business while the 
plant is out of commission and is being re- 
placed, rebuilt or repaired. Such protection 
is afforded by use and occupancy insurance 
of two general types, which must 
be carefully distinguished. One measures 
the insurer’s liability by the loss of profits 
of the insured resulting from the partial or 
total suspension of a business because of the 


also 


policies * 


occurrence of a fire or other specified cas- 
ualty.* The other provides for a_ fixed 
amount to be paid by the insurer to the in- 
sured for each day of total or partial pre- 
vention of business, regardless of profits. 
This article discusses the ways in which 
proceeds derived under the latter type of 
and occupancy insurance policy are 
accorded more favorable tax treatment than 
are those derived under the former—under 
both Section 1033(a) and Section 1231 of 
the Code. It not the purpose of this 
article to criticize the validity of various 
theoretical or “realistic” approaches to the 
taxation of valued use and occupancy insur- 


use 


is 





and occupancy’’ (sometimes called is the contract provisions set forth in Massillon- 


Cleveland-Akron Sign Company, CCH Dec 
17,783, 15 TC 79, 85 (1950), where the insurer 
agreed to be liable for ‘“‘the actual loss sus- 
tained,’’ to wit: 

“I. Net profit which is thereby prevented 
from being earned and such charges and other 
expenses as must necessarily continue 
during a total or partial suspension of business, 
to the extent only that such charges and ex- 
penses would have been earned had no fire 
occurred."’ 

’ References herein to the Code are to the 
Internal Revenue Code of 1954. Sec. 1033(a) of 
the 1954 Code corresponds with Sec. 112(f) of 
the 1939 Code, and Sec. 1231 of the 1954 Code 
corresponds with Sec. 117(j) of the 1939 Code 
The comments herein with respect to Sees. 
1033(a) and 1231 are equally applicable to 1939 
Code Secs. 112(f) and 117(j). 
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Interruption, Insurance Are Taxed 


This article discusses the relative advantages and disadvantages 


of valued and nonvalued forms of use and occupancy insurance. 


There is 


a tax distinction. While one method may result in ordinary income, 
the other may bring into play Section 1033(a) regarding the nonrecognition of gain. 
Is the distinction drawn by the courts valid? Read and judge for yourself. 


The discussion herein is 
confined in the main to the Code, Treasury 
regulations and rulings, and a statement of 
what the courts have decided and said. 


Code Section 1033(a) 


Section 1033(a) of the Code provides for 


“if property (as 


ance proceeds.‘ 


the nonrecognition of gain 
a result of its destruction in whole or in 
part ®! | . .) is compulsorily or involuntarily 
converted” into property similar or related 
in service or use to the property converted 
or into money which is reinvested in prop- 


*Cf. Commissioner v. Glenshaw Glass Com- 
pany, 54-1 ustc § 9328, 211 F. (2d) 928 (CA-3) 
aff'g CCH Dec. 19,146, 18 TC 860 (1952), where 
both the court of appeals and the Tax Court 
discuss various situations involving the problem 
of whether certain proceeds arising out of 
damage and loss claims constitute ordinary 
income or capital gain or, indeed, taxable in- 
come of any sort to a taxpayer. See Annota- 
tion, 173 A. L. R. 558 (1948). The Internal 
tevenue Service’s position, if it should wish 
to attack the decided cases, probably would 
be along the line of the dictum in Oppenheim’s, 
Inc. v. Kavanagh, 50-1 ustc { 9249, 90 F. Supp 
107 (DC Mich., 1950), discussed at pp. 311-312. 
A defense of the decided cases may be found in 
Calvin N. Souther, ‘‘Income Tax Consequences 
of Fire and Casualty Insurance,’’ 1951 Insurance 
Law Journal 338, 345 (May) 

5 Query: Do the “involuntary conversion’ 
rules apply to proceeds received under a valued 
boiler and machinery use and occupancy policy 
due to the breakdown of a small (minor) part of 
a large machine, causing a delay in production? 
What constitutes the ‘‘destruction in whole or in 
part’’ of property, as that phrase appears in 
Secs. 1033(a) and 1231 of the Code? A state- 
ment in Guy L. Waggoner, CCH Dec. 17,884, 15 
TC 496, 503 (1950), acq., 1951-1 CB 3, equates 
property which has been involuntarily converted 
with property which has been ‘“‘damaged, de- 
stroyed or converted." The broad language 
‘destruction in whole or in part’’ would appear 


Use and Occupancy Insurance 


erty similar or related in service or use to 
the property conve rted A [ 
property by fire or 


destruction of 
other casualty is con- 
sidered to be an involuntary conversion.® 
In effect, Section 1033(a) postpones pay- 
ment of tax upon gain from the converted 
property,’ except to the extent that the pro 
ceeds from the converted property are not 
reinvested in property 
related in service or use 


similar or 

To meet the 

utory requirement of replacement, there need 

not be an exact duplication of the 
° 8 

property 


which ts 


Stat 


converted 


to include any damage to property other than 
ordinary wear and tear 

®* Case cited at footnote 2 (Issue No. 1) acq., 
1950-2 CB 3 

7 Appropriate adjustments in the basis of the 
replacement property are made under Code Sec 
1033(c) to reflect the nonrecognition of gain 

SH. Rept. 798, 82d Cong., Ist Sess., p. 2: 
ease cited at footnote 2 aS: 7 ws Ge 3 
CB 76 (1919): Flaxrlinum Insulating Company, 
cited at footnote 21 

Some fire insurance companies will write ‘‘de- 
preciation insurance’ or a ‘‘replacement cost” 
endorsement for selected risks In effect, the 
insurance proceeds received under this policy 
or endorsement are equal to the difference be- 
tween the cost of restoring the damaged prop- 
erty to its original condition when new and the 
sound value of the property just prior to its 
destruction by fire or other stated casualty 
The taxation of such insurance proceeds has not 
been the subject of controversy in any reported 
litigation. Several interpretations are possible 
One is that such proceeds are nothing more than 
additional direct-damage fire insurance proceeds 
Under this interpretation ‘‘depreciation” or ‘‘re- 
placement insurance proceeds would be 
added to the direct-damage fire insurance pro- 
ceeds when determining the tax treatment of the 
insurance recoveries. Another possible interpre- 
tation is that the proceeds are merely derived 
from a contractual obligation of the insurer to 

(Continued on fellowing page) 
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Mr. Merritt is an attorney in Cleveland, Ohio. 


Prior to the enactment of the Revenue 
Act of 1951, a “tracing” rule limited 
recognition of gain to those cases in which 


non 


the proceeds from the converted property 
could be directly into the 
quently acquired property.’ In the case of 
1950 


traced subse- 
involuntary conversions occurring after 
there is no that the proceeds 
from the converted property be traced into 
the replacement property. It is sufficient 
that the for the purpose of replac 
ing the property 


requirement 


taxpayer, 


so converted, (1) purchases 


property similar or related in service or us¢ 


to the property so converted or (2) 


chases stock in the ntrol 


acquisition of cé 
of a corporation owning such property. A 


purchase 


of replacement property, in the 


(Footnote 8 continued) 
make a payment to the insured should a certain 
contingency (the destruction of the insured's 
property) occur; that the proceeds are not a 
reimbursement for any actual loss sustained by) 
the insured, but rather give the insured some 
thing extra which it did not have prior to the 
said destruction; and that the entire payment 
received pursuant to the contractual obligation 
constitutes ordinary income, there being no 
sale or exchange’’ or involuntary conversion 
of any asset for which reimbursement is made 
Cf. A. M. Johnson, CCH Dec. 8897, 32 BTA 156 
161 (1935): ‘‘After the payment the petitioner 
nad exactly the same capital assets as before 
the transaction was entered into,’’ plus the liqui- 
dated damages proceeds. Cf., also, Osenbach 
vu. Commissioner, 52-2 ustc § 9409, 198 F. (2d) 
235 (CA-4), aff'g CCH Dec. 18,265, 17 TC 797 
(1951) 

‘A problem also arose where the taxpayer 
used a part of the proceeds from the converted 
property to pay off indebtedness on the con- 
verted property: the payment of the indebted- 
ness was not considered to be a reinvestment of 
the insurance proceeds. (Kennebec Box & Lum- 
ber Company v. Commissioner, 48-1 ustc § 9310 
168 F. (2d) 646 (CCA-1). Cf. Leon Strauss, CCH 
Dec. 20,292, 22 TC 140 (1954).) The 1951 amend- 
ment of Sec. 112(f) by Pub. L. 251 eliminated 
the rule which required a taxpayer, even though 
he had fully replaced converted property, to 
pay a tax on any gain from such property up 
to the amount of the proceeds used in liquida- 
tion of indebtedness on the converted property 
(H. Rept. 798, 82d Cong., 1st Sess., p. 2.) 
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case of destruction by fire, usually must be 
made within the period of time commencing 
with the date of the fire and ending one 
the close of the first 
part ot 


version is realized.” The 


year alter year m 
upon the 


benefits of Section 


which any the gain con 


and if a 


report gain from the 


1033(a) in such a case are elective, 
taxpayer wishes, it can 


involuntary conversion rather than adjust 
the basis of the replacement property to 
ot gain se 


reflect the nonrecognition 


It is well settled, and it should come as no 
surprise that a 
for lost profits resulting from the partial or 
total sus 


anyone, reimbursement 


business because of 


nsion of a 


fire cable to the ree as ordinary 


Moreover 


Iplent 
income and not as capital gain 

"The replacement may be made at a later 
date, if permission is granted, upon application 
timely made by the taxpayer to the appropriate 
district director of internal revenue, showing 
reasonable cause for not being able to replace 
the converted property within the required 
period of time. See Regs. Sec. 1.1033(a)-2(¢) (3) 

"Code Sec. 1033(a)(3)(A) See Regs. 118 
Sec. 39.112(f)-1(c) If the property is compul- 
sorily or involuntarily converted directly into 
property similar or related in service or use, 
rather than into money or other property not 
similar or related in service and use, to the 
property converted, nonrecognition of gain is 
mandatory (Code See. 1033(a)(1) See Regs 
118, Sec. 39.112(f)-1(b).) Where it has an elec 
tion, the taxpayer may sometimes prefer to 
pay a tax at capital gain rates rather than avail 
itself of Sec. 1033(a) so as to obtain a higher 
tax base for the replacement property and thus 
obtain future increased depreciation deductions 
which will serve to offset ordinary income. This 
could be especially important should the tax- 
payer be able to use the declining-balance 
method of depreciation with respect to the 
replacement property or to otherwise avail 
itself of accelerated depreciation deductions 
such as over the 60-month period provided for 
emergency facilities in Sec. 168 

"= Case cited at footnote 2 (Issue No. 2) (non 
valued use and occupancy form): Mellinger v 
U. 8., 54-1 uste § 9197 (DC Tex., 1953) (rent or 
rental value endorsement): O. D. 645, 3 CB 89 
(1920). A loss due to the destruction of de- 
preciable business property by fire would be 
an ordinary loss. 
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taxation is not avoided under the nonrecog 


nition provisions of Section 1033(a) of the 


Code, even though such are in- 


] 
i 


proce ( ds 


vested in replacement property similar, or 


related in service or use, to the property 


destroyed Chis is not true, however, of 
proceeds received under a valued insurance 
contract a flat per-diem (or weekly 
or monthly) allowance is made for the loss 
of the use and property 


destroyed, measured from the date of 


W he re 


occupancy of the 


ic 


to the time when the 


occurrence of the fire 


destroyed property can, with due diligence, 


be replaced and operations be resumed. In 
such a case the use and occupancy insurance 
proceeds are added to the ordinary fire in 
surance proceeds for tax purposes, and their 
investment in replacement property of simi 


lar or related entitles a tax 


seryice or Us¢ 
nonrecognition of gain benefits 


paver to the 
of Section 1033(a).™ 


‘| his rule has been ap 


al t 
plied even thoug] 
use and occupancy 


purp 


e 


+ 


has been pt 


THIN d formula 
] 


bearing no relations] 


business at tl 
For example, 


Hox 


measured by 


tirely possible that becau 


year. ~ It is 

‘8 International Boiler Works Company, CCH 
Dec. 1108, 3 BTA 283 (1926) Willer v. Hoch g 
* 9671, 80 F 
(CCA-6), rev’g 1933 CCIT § 9481, 5 F 
(DC Ohio), cert. den 298 
Oppenheim’s, Inc. v 
t (issue No. 3): Regs 
See Carroll Fu 
18,005, 15 TC 943, 945 (1950) 

‘Piedmont Mt. Airy Guano Company, CCH 
Dec. 1310, 3 BTA 1009 (1926), nonacq., X-1 CB 
89, withdrawn and acq. 1942-1 CB 13: Flazlinur 
footnote 21: Wil 
liams Furniture Corporation, CCH Dee. 12.199 
55 BTA 928 (1941), acq. 1942-1 CB 17; Darling 
ton Veneer Company, Inc CCH Dee. 12,496-C 
Dkt. No. 1058098 (January 27, 1942) 

5’ Piedmont Mt. Airy Guano Company, cit 
at footnote 14 

Cited at footnote 13 

‘Case cited at footnote 16 
Cleveland-Akron Sign 
note 2, the nonvalued provided 
The amount of net profit and/or 
expenses covered hereunder shall be 

by giving due consideration to the experi- 


(2d) 436 


Supp. 355 
U. S. 659 (1936) 
Kawiragh, cited at footnote 
118, Sec, 39.112(f)-1(¢)(8) 
npany, CCH De 


Glass Company, 35 s 


rniture a 


Insulating Company, cited at 


Company, 
policy 
enarges 


determined 
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t changed business or competitive 


conditions the profits of the previous year 
would not reflect even approximately the 
profit picture of the year in which the fire 


vecurs. In year the anticipated 


profits for the period of full or partial sus- 


} 


pension of business, had there been no catas 


trophe, might be much larger or smallet 


than the formula figure. In fact, the insured 
might have expected to suffer serious oper- 


ating losses during the suspension period 


It may properly be asked whether 


1 } 
t 


xed pe 


diem-payment type of 1 
irance policy is merely a rec- 


Is¢ 

‘cupancy inst 

dithculty of trying to define 
both 

deliberately selecting an arbitrary figure 

What have he 


ise nature of the 


yenition of the 


lost profits, with parties knowingly 


tual loss.” 


he assumed at 


+1 1 


” } ] . 
( rts held to be e prec 


subject matter of a use and occupancy in 
surance policy of the fixed per-diem-payment 


What is the risk which is insured 


Use and Occupancy Insurance 
on a Valued Per-Diem Basis 


ccupancy 


l availabili 


se 


f the busin 
probable experis 
18 ‘e discussion 
ytnotes 71 and 72 
*Cited at footnote 14 
In Jacksonville Oil 


Stuyvesant 


1006 


surance c 1009 


renr i 
ment of referred 
the right to endeavor to earn profit 
ht r privi * Was insured [here] 

such right or privilege 
remunerative 
ver\ 


mm pany, 
1925), the r 


business 


might not have been 
trict court permitted 
na ‘‘valued 
had intended to insure 


under 


basis 


! 
inguisn 

i totally 

nteeing 

property, relying I 

Prussian National Insurance 


pany, 171 N. Y. 25, 63 N. E. 810 (1902) 
(Continued on following page) 


309 


Wichael 





an interest in the property’s continued status 
as property capable of being used and occu- 
pied, and the insurer receives a premium 
payment upon the basis of an agreement as 
to the estimated daily value to the insured 
of such a status. The board likened the 
recovery of proceeds under a use and occu- 
pancy insurance policy with compensation 
for property taken, as in the case of a pay- 
ment received for an easement. The owner 
in such a case has the same amount of land 
as before, but the easement acquired by the 
grantee thereof is a material and permanent 
interruption in the use of the land, which is 
the taking of property from the landowner. 
The board pursued this analogy as follows: 


“From the above it appears that the use 
of a certain object or thing belonging to a 
person is an indispensable part of that in- 
dividual’s property in the object or thing. 
If the material object is destroyed the use 
is destroyed, and the property loss to the 
owner includes both the loss of the material 
object and its use. We are of the opinion, 
therefore, that even though the taxpayer’s 
right to the use and occupancy of its plant 
was for the purpose of insurance taken 
separately from the physical plant itself 
and made a distinct object of insurance, it 
was nevertheless insurance of the taxpayer's 
property in that plant, and proceeds received 
under the policy of insurance on the use 
and occupancy of such plant were proceeds 
from the involuntary conversion of the 
property , just as the subject matter of 
the insurance was destroyed by destruction 
of the physical plant, so was it restored 
when the plant was rebuilt and again made 
available for use and occupancy by the 
taxpayer.” (3 BTA 1015.) 


Piedmont Decision 
Followed in Flaxlinum 


No tax was imposed upon the insured 
because of the receipt of the use and occu- 
pancy insurance proceeds, since the destroyed 
factory building and machinery were re- 
placed at a cost greater than the amount of 
such proceeds plus the fire insurance pro- 
This decision was followed in Flax- 
linum Insulating Company,” where valued 
use and occupancy insurance policies covered 


ceeds. 


| do not believe that government 
should seek social legislation under 
the guise of taxation. If we are 

to adopt socialism, it should 

be presented to the people of the 
country as socialism, and not 
under the guise of a law to collect 
revenue.—Calvin Coolidge. 


consequential loss due to destruction by fire 
of a warehouse and its contents, including 
its cured-straw reserve. The warehouse and 
its contents were destroyed by fire in July, 
1918. Construction of warehouse replace- 
ment units was begun in January, 1919, 
some units being completed in that year and 
some units being completed in January, 
1920. The insured taxpayer proceeded in 
good faith immediately after the fire to try 
to replace the cured-straw reserve which 
had becn consumed by the fire, but because 
of market conditions was not able to do so 
until the 1919 crop became available in 
September, 1919. The insurance companies, 
in determining the number of days of total 
or partial suspension of business, took into 
account the fact that the insured’s continued 
operations in 1918-1920 were not under nor- 
mal conditions so far as the insured was 
concerned, One of the factors considered 
when the insurance settlements were made 
in 1918 that the insured would ulti- 
mately sustain a loss “through increased 
prices for cured or green straw, additional 
expense of curing, or as a result of inability 
to obtain a proper supply.”™ The direct 
damage plus the valued use and occupancy 
insurance proceeds exceeded the cost of the 
equivalent replacement property, which in 
turn exceeded the tax basis of the destroyed 
property. 


was 


The board held that only the portion of 
the entire insurance proceeds which was not 
expended to replace “the warehouse without 
added capacity or other elements of addi- 
tional value and the contents thereof” 
gave rise to taxable income. Extending the 
Piedmont rule to valued policies covering 
inventory, as well as physical plant, the 





(Footnote 20 continued) 

In International Boiler Works Company, cited 
at footnote 13, where the use and occupancy in- 
surance policy (set forth at length in the find- 
ings of fact) expressly insured against loss of 
net profits on business prevented, the taxpayer 
unsuccessfully argued that ‘“‘the right to earn 
profits is a property right, and that the insur- 
ance proceeds [received by the taxpayer] were 
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only the pecuniary conversion of this property 
right, which, like other property, is not taxable 
except as it comes in from capital or labor or 
both combined.” 

21 CCH Dec. 1955, 5 BTA 676 (1926), acq., VI-1 
CB 2, withdrawn and nonacq. X-1 CB 79, with- 
drawn and acq,. 1942-1 CB 6. 

=5 BTA, at p. 684. 
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board said that “the thing insured was not 
the possibility of profits or losses, nor profits 
which might be earned during 1918 or any 
future time, but the amount paid represented 
compensation to the petitioner for the right 
to use and enjoy the property for any pur- 
pose to which the company might be able 
to devote it; the sum of the ordinary fire in- 
surance and the use and occupancy insurance 
represented nothing more than compensa- 
tion for loss of the useful value of the build- 
ing and its contents to the petitioner in its 
business.” (Italics supplied.) (5 BTA, at 
p. 688.) 


Williams Furniture Case 


The above characterizations were followed 
to the taxpayer’s advantage in Williams Fur- 
niture Corporation.™ There a furniture man- 
ufacturing plant plus about one third to one 
half of the lumber inventory were destroyed 
by fire in 1936. The corporation owner 
thereafter collected “ certain amounts under 
an ordinary fire insurance and three valued 
use and occupancy insurance policies taken 
out through an American fire insurance 
company and underwriters at Lloyd’s of 
London. It used the money thus collected 
in acquiring a new plant having the same 
productive capacity as the one destroyed, 
the new plant being completed a year after 
the fire occurred. It apparently acquired 
replacement lumber without any difficulty. 
After deducting the value of the inventory 
destroyed from the proceeds of the straight 
fire insurance, the board found that the cost 
of the replacement building exceeded the 
total insurance recoveries and proceeds from 
sale of scrap less the value of inventory 
destroyed.” The board, therefore, deter- 
mined that under the involuntary conversion 
provisions of Section 112(f) of the Revenue 
Acts of 1934 and 1936, no taxable income 
was realized on account of the receipt by 
the taxpayer of the valued use and occu- 
pancy insurance proceeds. 


Darlington Veneer Company 


The same result was reached in Darling- 
ton Veneer Company,” where settlement of 
a claim for valued use and occupancy in- 


*3 Case cited at footnote 14. 

* There was a dispute with the insurance 
adjuster as to the time sufficient to restore the 
property to its original condition. A settlement 
was made as to each use and occupancy policy 
by multiplying the restoration time finally 
agreed upon by the per-diem amount set forth 
in the policy. 

% Cf. Massillon-Cleveland-Akron Sign Com- 
pany, cited at footnote 2. As to the application 
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surance carried with Lloyd’s of London was 
made on the basis of $133.33 per day for the 
period of time required to replace a plant 
destroyed by fire. The total amount of in- 
surance proceeds was used to rebuild a plant 
of similar character and use to that of the 
property destroyed. The board, holding that 
the case fell “squarely within the reasoning 
and holding” in Walliams Furniture, said: 

“Here there was no insurance of profits. 
In point of fact, petitioner made greater 
profits in the taxable year than in any year 
preceding. The insurance adjuster made no 
inquiry as to petitioner’s profits or financial 
record. He measured the amount to be paid 
by multiplying a flat per diem by the num- 
ber of days estimated to be required to 
rebuild the plant. This was a clear case of 
use and occupancy insurance, the proceeds 
of which were forthwith used to replace 
the plant. The sum received was not tax- 
able as income.” 


Oppenheim's, Inc. v. Kavanagh 


A 1950 district court dictum has cast some 
doubt on the validity of distinguishing for 
tax purposes between valued and nonvalued 
forms of use and occupancy insurance pol 
In Oppenheim’s, Inc. v. Kavanagh,” an 
insured carried two nonvalued use and occu- 
pancy policies, in the amount of $30,000 
each, in uniform standard Michigan form for 
mercantile risks. The 
under the policies was 


ic1es. 


measure of recovery 
“reduction in ‘gross 
earnings’ directly resulting from such inter- 
ruption of business and ex- 
penses which do not necessarily continue 
during the interruption of business.” 
earnings were defined in the policy as “total 


less charges 


( irOss 


net sales less cost of merchandise sold, plus 
other earnings derived from the operation 
of the business.” 

As a result of a fire, the insured was paid 
an aggregate of $58,000 as a compromise 
settlement, the adjuster arriving at that 
figure by arbitrarily determining that the 
insured would be out of operation for ap- 
proximately nine months after the fire. The 
Commissioner treated the entire amount less 
certain legal taxable income 
received as compensation for loss of profits 
for 12 months™ following the date of the 


expenses as 


or nonapplication of Sec. 1231 where the di- 
rect damage plus the valued use and occupancy 
insurance proceeds do not exceed the tax basis 
of the buildings and inventory destroyed, see 
cases cited at footnote 48 

® Case cited at footnote 14 

7 Case cited at footnote 4. 

** It is not clear from the district court's opin- 
ion as to how the Commissioner arrived at the 
12-month figure. 
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fire. The insured disputed that the policies 
were intended to insure it against loss of 
profits, contending that the proceeds repre- 
sented “compensation for f property 


loss of 


rights” which were subject to the involun 
tary conversion provisions of Section 112(1) 
of the 1939 Code. The district court upheld 
the Commissioner’s interpretation of the 
policy reimbursement 


as being an income 


policy 


Application 
of Hocking Glass Rule 


Government counsel in the Oppenheim’s case 
relied upon Miller v. Hocking Glass Com 
pany,” where liability of the 
specifically limited to reimbursement of the 
insured “for the actual loss sustained con- 
net profits of the business which 
is thereby prevented” by fire, and for fixed 
charges and expenses continuing during the 
suspension of business. The “net profits” 
were measured by the profits of the pre 
ceding The Sixth Circuit 
that the policy before it “ 


insurer Was 


sisting of 


there said 
offered the 
usual business interruption insurance, which 
might better be termed earnings insurance 
Under policy the pro- 
tected in the earnings which it would have 
enjoyed had there been no interruption ot 
(2d), at p. 437.) 


year 


such a insured is 


business.” (80 F. 


though the insured ex- 


insurance 


There fc re, even 


pended the entire proceeds tor 
new buildings, 


plies, etc., to 


equipment, 
that 


insurance 


machinery, sup 
replace 
business interruption proceeds 
were held to be taxable as ordinary income. 
Referring to this, the district court in the 
Oppenheim’s case said by way of dictum that 
“application of the rule in the Hocking Glass 
case on use and policies seems 
realistic in the tax field, remember 
ing that the Piedmont rule depends on cases 


where the primary 


occupancy 
more 
question was one of 
and a 
sought to fix such liability.’ 


construction 
931 


insurer’s liability was 


* The district court’s opinion states: ‘‘Refer- 
ence to the policies in question indicates that 
recovery Was neither measured strictly by per 
diem damages nor by net income plus continu- 
ing expenses.’' However, the court then found 
that the language of the policies clearly indi 
cated ‘‘that income experience was to be a fac- 
tor in determining recovery and not mere per 
diem idleness due to fire Second, testimony 
was offered to show that these gross earnings 
policies were the counterpart of the net earn- 
ings policies covered by the Hocking Glass case 

: " (90 F. Supp., at p. 112.) 

*” Case cited at footnote 13. 

“The district court goes even further by 
stating that the International Boiler Works de- 
cision “‘was contra’’ to that in Piedmont. 
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In view of the Commissioner’s acquies 
cence in 1942 in the Williams Furniture, Pied 
mont and Flaxlinwm decisions, the dictum ot 
the district court would not ordinarily cause 
too much concern, This is especially so 
after three times round, the Board 

Appeals decided the fourth valued use 
and occupancy insurance case to come before 
it by way of a memorandum, rather than a 

opinion Moreover, the 
deny the application of the involun- 
tary conversion rules only to “the proceeds 


when, 
ot Tax 


regular, regula- 


tions 


of a use and occupancy contract, which by 
its terms insured against actual 
tained of net profits in the business ; 
Such proceeds are stated to be “income in 
the same manner that the profits for which 
substituted would been.” 
There is implicit in this a recognition of the 
applicability of Section 1033(a) to the pro- 
ceeds of use and occupancy policies issued 


loss sus- 


they are have 


on a valued basis. 


Rev. Rul. 38 


Nevertheless, a 1953 ruling by the Inter- 
nal Revenue Service warrants the sounding 
] Ruling 38” 
rules that where the government acquired, 


of a warning note. Revenue 
through condemnation proceedings, the use 
of a taxpayer’s warehouse for five years, 
the payment made to the taxpayer on ac- 
count of such taking was a rental payment 
(ordinary income) for the taking of a lease 
hold interest. The had 
that the compensation for the use of his 


warehouse was hi 


taxpayer asserted 


“specifically for his loss or 
the use and occupancy thereof and not for 
lost profits,” and was subject to the provi- 
Section 112(f) of the 1939 Code 
that 
form of a 


sions of 
The ruling 
than the transaction is to be 
regarded for Federal income tax purposes,” 
and that in effect there was a forced rental 


States 


“substance rather 


of the warehouse to the government by the 
taxpayer, the condemnation award being the 
equivalent of rental payments to the tax- 


payer.” If the theory behind the application 


2 Darlington Veneer Company, cited at foot- 
note 14. The district court in Mellinger v. U. S., 
cited at footnote 12, refers to the Piedmont, 
Flaxlinum and Williams Furniture decisions as 
“authorities [which] recognize that the right 
to the use and possession of property during a 
given period is a property interest which may 
be protected by insurance, distinct from the 
protection against physical destruction of the 
same property. 5 

83 Regs. Sec. 1.1033(a)-2(c) (8) 

** 1953-1 CB 16. 

%S Cf. Mellinger v. U. 8., cited at footnote 12, 
involving proceeds received under a rent or 
rental value endorsement 
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of the involuntary conversion rules is that 
there has been the equivalent of a sale or 
then the should 
not try to extend Rev. Rul. 38 to cover cases 
where property is destroyed than 
compulsorily rented for a period of time 
Any attempt to do so in connection with the 


exchange,” Commissioner 


rather 


taxation of proceeds of valued use and occu 
pancy insurance policies, to be 
would require the 
dating back to 1926 


successtul, 


overruling of decisions 


Code Section 1231 

If fire 
pended by an 
stroyed 


insurance proceeds are not ex 
insured to replace the de- 
property, then to the that 
the proceeds exceed the basis ot such prop- 
erty the insured receives income 
taxable at capital pursuant to 
1231 of the Code,” if the 
destroved had been held for 
months 


extent 


which is 


gain rates 


Section property 
more than six 
and either 


was used in 


“ 


property 
a capital asset. 
same 1s true of the 
valued use 


a trade or business or was 


| believe thre proceeds 


Oot a and occupancy 


true where the pro 


insurance 
policy, but it is not 


ceeds are measured under a “lost profits” 


formula." 


There is a difference between the language 


of Section 1033(a), relating to the nonrec 


ognition of gain upon involuntary conver 


ur 
sions, and that of Section 1231, which applies 


recognized 


special rules to the taxation of 
from involuntary 
1033(a) provides that if 


compulsorily or 


gains or losses 


convel 


sions 


Section 


property is involuntarily 


converted into property similar or related 


in service or use to the property so con 


verted, or into money which is forthwitl 


in good faith expended in the acquisition of 


* But ef. Helvering v Villiam Flaccus Oak 
Leather Company, 41-1 ustre § 9427, 313 U. S. 247 
See cases cited at footnote 14 Cf. Guy L 
Waggoner, cited at footnote 5, where, under 
threat of condemnation, a taxpayer leased race 
tracks to the government On termination of 
the lease, a government payment for property 
damaged, destroyed or converted during the 
lease term was held to be for involuntary co! 
version of business property, resulting in capital 
gain rather than ordinary income to the tax 
payer. Cf. also cases cited at footnote 45 

8% Owen Meredith, CCH Dec. 16,851, 12 TC 
344 (1949), acq., 1949-2 CB 3: Regs. 118. Sec 
39.117(j)-1, Example (1), item 5. See Massillon 
Cleveland-Akron Company, cited at foot 
note 2; Oppenheim’s, Inc. v. Kavanagh, cited at 
footnote 4 (Issue No. 2) 

Neither the destruction of property by fir: 
nor any subsequent reimbursement for its los 
by a fire insurance company constitutes a ‘“‘sale 
or exchange.’ Thus, prior to the enactment of 
1939 Code Sec. 117(j), in 1942, a gain resulting 
from a fire and reimbursement through insur- 
‘ance was ordinary income and not capital gain 


Sign 


Use and Occupancy Insurance 


The businessman has become 

aware that he needs not only technical 
competence, but also the deepest 
religious and ethical insights; he 

is finding religion relevant.— 

Harvard Business Review. 


other property similar or related in service 
or use to the 
gain shall be recognized. 
1231 
“(a) General rule If, taxable 
year, the sales or ex- 
changes of property used in the trade or 


business, pl 


pius the 


property so converted, no 


Section reads in part as follows: 
during the 
recognized gains on 
recognized gains from the 
compulsory or nve conversion 


of property used in the trade or business and 
months 
exceed the 
exchanges, 


gains and losses shall 


than 6 


apital ass held | more 
into other property or 


recognized losses fre 


money, 
m such sales, 
miversions, such 


be considered 


and Cc 
as gains and losses from sales 


rr exchanges of capital assets held for more 
(Italics supplied.) 


t 6 months.’ 


the term “property” is used broadly 


m 1033(a), but is restricted in Sec- 


“property used the trade or 


business,” However, 


Section 1231 appli not only to the in- 


voluntary conversion of property used in 
+] 


the trade or business, but 


voluntary conversion of 


also to the in- 
capital assets held 


tor more than 6 months.” 


Che Piedmont 
of use and occupancy is an integral part of 


the property destroyed”; 


opinion states that the “right 


that “the use of a 
certain object or thing belonging to a person 
is an indispensable part of that individual’s 
Helvering William Flaccus Oak Leather Com- 
pany, cited at footnote 36 

» Steele v. U. S., 522 ustre § 9451 (DC Fla.) 

“See. 1231(a) has other limitations For 
example, gains from Sec. 123l1(a) transactions 
must exceed from such transactions in 
order for the capital gain rates to apply 

‘\ See Massillon-Cleveland-Akron Sign Com- 
pany, cited at footnote 4, at p. 85; Mellinger 
v. U. S., cited at footnote 12. In each of these 
cases the taxpayer's contention that 1939 Code 
See. 117(j) required capital gain treatment of 
gain realized upon the receipt of use and occu- 
paney insurance proceeds was rejected, the 
proceeds being a reimbursement for lost profits 

"Sec. 1231(b)(1) provides that for purposes 
of Sec. 1231 ‘“‘the term ‘property used in the 
trade or business’ means property used in the 
trade or business, of a character which is sub- 
ject to the allowance for depreciation provided 
in section 167, held for more than 6 months, and 
real property used in the trade or business 
held for more than 6 months . . *" See 
also See. 1231(b)(2), (3) and (4) 


losses 
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Fringe benefits have become 
extremely important. In fact to 
describe these things as fringe 
benefits has become a little absurd 
when the greater part of the 
executive's estate and of his pension 
is likely to come from these 
benefits.—L. E. Coward, before the 
Eleventh Canadian Tax Conference. 


property in the object or thing”; that if “the 
material object is destroyed the use is de- 
stroyed, and the property loss to the owner 
includes both the loss of the material object 
and its use’; and that use and occupancy 
insurance covering a taxpayer’s plant is 
“insurance of the taxpayer’s property in that 
plant.” Thus, it is arguable that since the 
destroyed property was itself depreciable 
property used in a taxpayer’s trade or busi- 
ness, the right of use and occupancy of such 
property, being an “integral” and “indispen- 
sable” part of such property, must also be 
depreciable property used in the taxpayer's 
trade or business, and Section 1231 should 
be applicable to any gain upon its involun- 
tary conversion. 

The Commissioner might contend that 
when a building or machinery is constructed 
or purchased by a taxpayer, the cost of 
construction or the purchase price relates 
only to the physical property and not to 
the intangible right to use and occupancy. 
Pursuing this, he might continue that while 
the physical property has a basis for de- 
preciation and may be depreciated, in the 
ordinary case the right to use and occu- 
pancy is not separately paid for and has 
no basis for depreciation (a zero basis), and 
is therefore not “depreciable.” In answer, 
it may be said that if the right to use and 
occupancy is an “integral” and “indispensa- 
ble” part of the property destroyed, no dis- 
section of the property can be made so as 
to claim that one portion is “depreciable” 
and another portion is not. Further, if 


separately paid for, the right to use and 
occupancy would be property “of a char- 
acter which is subject to the allowance for 
depreciation.” It could be urged with some 
force that this characterization is not lost 
because in a particular case no separate 
payment therefor has been made.* 


Even should the Commissioner be able 
to sustain the contention that the right to 
use and occupancy is not depreciable prop- 
erty used in a taxpayer’s trade or business 
within the Section 1231 definition, the gain 
should still qualify as capital gain because 
Section 1231 also applies to the involun- 
tary conversion of “capital assets held for 
more than 6 months.” The term “capital 
asset” is defined in Section 1221 to mean 
“property held by the taxpayer,” with cer- 
tain exceptions not here applicable.“ If the 
right to use and occupancy is a property 
right, it is “property” which is “held” by a 
taxpayer.” Indeed, the Section 1033(a) cases 


which have held that the involuntary con- 
version rules are applicable to the proceeds 
of valued use and occupancy insurance poli- 
cies are necessarily premised on the right 
to use and occupancy being “property.” 


In Isadore Golonsky,* the Tax Court, which 
was affirmed by the Third Circuit, held that 
the transfer by a lessee of the right to 
possession and use of the leased premises 
was a transfer of a “property right.” Capital 
gain treatment of the gain on the trans- 
action was accordingly held to be proper. 
This passage in the Tax Court’s opinion 
is pertinent here: “The petitioners, as les- 
see, had a right under the lease to possession 
and use of the property for the months of July, 
August, and September in 1944, a property 
right. The new owner in the transaction 
paid the petitioners $7,500 to acquire the 
right to the use and possession of the property 
for those three months, a right which there- 
tofore it had never had. That is a 
sufficient transfer of property to bring the 
transaction within section 117.” 


Ii the insured right to use and occupancy 
is treated as separate nondepreciable prop- 





* Cf. 512 West 56th Street Corporation, CCH 
Dec. 14,335(M), 4 TCM 53, 57 (1945), aff'd, 45-2 
ustc § 9452, 151 F. (2d) 942 (CA-2), which held 
that the fact that a building had been fully 
depreciated was immaterial for purposes of 
defining a capital asset, and that the building 
was not a capital asset because it was property 
“of a character which is subject to the allow- 
ance for depreciation.’’ Cf. also Alamo Broad- 
casting Company, CCH Dec. 17,892, 15 TC 534, 
542 (1950). 

**One of the exceptions is depreciable prop- 
erty used in a trade or business. But if this 
exception should apply, then of course there 
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would be no need to even consider the ‘‘capital 
assets”’ definition. 

* Cf. Isadore Golonsky, CCH Dec. 18,388, 16 
TC 1450 (1951), nonacq., 1952-1 CB 5, aff'd, 
52-2 ustc § 9553, 200 F. (2d) 72 (CA-3), cert. 
den., 345 U. S. 939 (1953); McCue Brothers & 
Drummond, Inc., CCH Dec. 19,414, 19 TC 667, 
670-671 (1953), nonacq. 1953-1 CB 7, aff'd, 54-1 
ustc {| 9273, 210 F. (2d) 752 (CA-2). 

The Golonsky case is discussed in Notes in 
51 Michigan Law Review 1101 (1953): 5 Stan- 
ford Law Review 840 (1953): 6 Vanderbilt Law 
Review 933 (1953). 

* Case cited at footnote 45. 
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erty with a zero basis to the insured, the 
entire recovery under the use and 
pancy policy would constitute Section 1231 
capital gain if the destroyed property had 
been held by the taxpayer for more than 
six months. If the right is considered to be 
an integral part of the physical property 
itself, the proceeds would be added to the 
proceeds received by the insured under the 
direct-damage insurance policies when de 
termining the amount and kind of gain 
arising out of the insurance settlements,” 
and any gain to the insured arising out of 
the insurance settlements would be long- 
term capital gain within the framework of 
the rules set forth in Section 1231.* 


occu- 


Taxable Year in Which to Report 
Income from Insurance Proceeds 


In 1924, the Bureau ruled® that an ac- 
crual-basis taxpayer was required to accrue 
in a year (1918) prior to the year of re- 
ceipt (1919), such portion of the proceeds 
of use and occupancy insurance as was 
attributable to the days of nonoperation 

; ‘ “arte - - 
which fell within the said prior year.” 
The insurance adjusters in that instance had 
approved the insurance claim before the end 
of the year in which the loss occurred, and 
had bound the insurance company to abide 
by the settlement agreement. 

In International Boiler Works Company,” 
the Commissioner apparently followed the 

See Flaxrlinum Insulating Company, cited 
at footnote 21, at p. 686; Piedmont Mt. Airy 
Guano Company, cited at footnote 14, at p. 1051 

‘sThe reader may want to consider the im- 
plications, in a particular case, of Lehman Com- 
pany of America, Inc., CCH Dec. 18,538, 17 TC 
422 (1951), acq. 1952-1 CB 3, which holds that 
for 1939 Code Sec. 117(j) purposes an insured 
must allocate insurance proceeds received on 
account of the destruction by fire of certain of 
its properties, between Sec. 117(j) (de- 
preciable buildings, machinery and equipment) 
and other assets (inventory) destroyed (U.S. v. 
Koshland, 54-1 ustc { 9103, 208 F. (2d) 636 (CA-9, 
1953), rev’g 52-2 ustc § 9435 (DC Ore.)) 

In Massillon-Cleveland-Akron Sign Company, 
cited at footnote 2, a lump-sum payment re- 
ceived under a fire insurance policy providing 
joint coverage for destruction of buildings, ma- 
chinery and equipment was applied through a 
single replacement fund in effecting their res- 
toration. Pursuant to See. 112(f) of the 1939 
Code, no gain was recognized on the conversion, 
even though the expenditures made from the 
fund to restore the machinery and equipment 
were than the insurance company’s in- 
demnification allowance therefor. Cf. Interna- 
tional Boiler Works Company, cited at footnote 
13, at p. 291, where separate insurance was 
carried against loss of materials, loss of build- 
ings and loss of machinery, and the taxpayer 
was permitted to segregate the amounts re- 
ceived under the different policies for different 
properties, and to select those which it desired 


assets 


less 


Use and Occupancy Insurance 


interpretation made in S. M. 1658, for he 
argued that an accrual-basis taxpayer which 
received use and occupancy insurance pro- 
ceeds of $14,999.94 in 1920, on account of 
a fire which occurred in 1919, was required 
to report $7,500.02 thereof as 1919 income. 
The insurance was expressly stated in the 
policy to be against the loss of net profits 
on business prevented, and when the Board 
of Tax Appeals upheld the Commissioner’s 
allocation, it presumably agreed that the 
$7,500.02 would have been the amount of 
additional profits realized by the taxpayer 
in 1919 had there been no fire. 


The above rule was challenged by the 
taxpayer in Oppenheim’s, Inc. v. Kavanagh" 
urged the district court to permit 
income attributable to insurance proceeds 


who 


received by it as reimbursement for lost 
profits “to be prorated over all the years 
it [the taxpayer] was out of its original 
premises.” ™ The court, however, rejected 
this, saying: 

“The $58,000.00 was 
income plaintiff would 


lieu of 
received the 
first year after the fire and income is tax- 
able for the year in which it is received. 
Commisstoner of Internal Revenue v. Lyon, 
9 Cir., 1938 [38-2 ustc ¥ 9356], 97 F. 2d 70. 
But prorating between the two fiscal years 
ending in 1943 and 1944 was proper under 
The International Boiler Works Co., supra.’™ 
(90 F. Supp., at p. 112.) 


received in 
have 


to subject to the general gain or loss provisions 
and those to which it desired to apply the in- 


voluntary conversion and replacement 
Horowitz. Brothers & Margareten, CCH 
18,472(M), 10 TCM 698 (1951) 

#S. M. 1658, III-2 CB 68 (1924) 

° The ruling apparently treats the recovery 
under the policy, which it interprets as a valued 
per-diem form, as one having the same tax 
consequences as a use and occupancy policy 
insuring against lost profits 

5! Case cited at footnote 13 
niture Corporation, cited at footnote 14, the 
Commissioner sought to treat the valued per- 
diem use and occupancy insurance proceeds 
there involved as reimbursement for lost profits 
On this basis he argued that the taxable pro- 
ceeds should be prorated between two taxable 
years, presumably on the basis that the lost 
profits related to those two taxable years, The 
board did not have to decide this issue because 
the entire proceeds were held not to be taxable 
since they had been reinvested by the taxpayer 
in replacement property 

52 Case cited at footnote 4 

5%*The taxpayer was not able to replace its 
original premises and move into its new build- 
ing until February, 1948. Prior to that it leased 
other and smaller quarters than those destroyed 
R. In Cappel House Furnishing Company v. 
U. S., 56-1 ustc { 9376, 140 F. Supp. 92 (DC 
Ohio), a taxpayer which reported all sales on 
the installment basis received business 

(Continued on following page) 
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Dec 


In Williams Fur- 


sales 





Five distinct currents strongly 

affect business: the world 

political situation; the explosive 
population growth; our business 
climate—atomic and thermonuclear 
energy, automation, electronics, 
and solar power; government 
policies; a combination of a free 
economy and human tendency to 
wonder about the future-—Gordon 
G. Hoit, in The Management Review. 


The citation of the Lyon 
district court suggests that had the taxpayer 
received the entire $58,000 in 1943, the full 
amount thereof would have been taxable in 
1943 under the “claim of right” rule. Prior 
to the time the Supreme Court first enun- 
ciated the claim-of-right doctrine,” the 
Board of Tax Appeals decided Flaxlinum 
Insulating Company.” There a fire occurred 
in July, 1918, destroying one of the tax 


case by the 


payer’s warehouses, together with the con- 
tents thereof. An insurance settlement un- 
der a valued per-diem use and occupancy 
policy was concluded in August, and pay- 
ment received by the insured in September, 
1918. The insurance settlement was on the 
basis of an estimated total and partial loss 
and occupancy of the destroyed 
property extending into the year 1920, The 
insured argued that the income attributable 
to the receipt of use and occupancy in- 
surance proceeds, to the extent that such 
proceeds were not expended in replacing the 
destroyed property, should be deferred and 
allocated proportionately to 1919 and 1920." 


of use 


(Footnote 54 continued) 

interruption insurance proceeds in March, 1946, 
as a result of a fire on its premises which closed 
down its business operations for a total of 136 
days, 130 days of which fell in its fiscal year 
ending September 30, 1945. The district court 
held that 130/136ths of the insurance proceeds 
was properly reportable as 1945 income, and 
rejected the taxpayer's contention that the en- 
tire proceeds were 1946 income ‘‘as income from 
sales.’’ ‘‘The Court is of the opinion that the 
loss when finally determined was a loss of earn- 
ings sustained during the period of the interrup- 
tion of business and as such, must be prorated 
over the time that the interruption continued.”’ 
(140 F. Supp., at p. 95.) Accord, Rite-Way 
Products, Inc., CCH Dec. 16,890, 12 TC 475 
(1949). But compare Thalhimer Brothers, Inc., 
CCH Dec. 22,230, 27 TC 733 (1957) 

% North American Oil Consolidated v. Burnet, 
3 ustc J 943, 286 U. S. 417 (1932). 

* Case cited at footnote 21. 

57 The taxpayer made no effort to allocate any 
of the gain to 1918, because it was able by 
various emergency devices to continue full oper- 
ations through 1918, the effect of the fire on 
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The board replied that this contention might 
have weight if the use and occupancy policy 
represented reimbursement for lost profits.” 
The board held that the income was 1918 
income just as it would have been had the 
insurance proceeds resulted from a volun 
tary sale of the destroyed property for an 
amount in excess of the tax basis of the 
destroyed property. The thus 
ried over into its consideration of the proper 
year in which to tax nonreinvested valued 
use and occupancy insurance proceeds the 
concept that the proceeds of such a policy 
plus direct-damage fire insurance proceeds 
represents “nothing more than compensa 
tion for loss of the useful value of the 
building and its contents” to the insured 
in its business.” 


board car- 


Rules Not the Same 


The rules determining the taxable year in 
which to report income from the receipt of 
use and occupancy 
thus not the same 
under valued forms and those received un 
der nonvalued If in the Flaxlinwn 
case the insurance proceeds had be en paid 
over to the insured in 1919, the “voluntary 
sale” rationale of the case would still have 
required the income to be accrued for tax 
purposes in 1918.° An 
relating to the 
direct-damage fire insurance proceeds forti 
fies the 1918 solution to this problem, for 
that the board 

occupancy 


insurance proceeds aré 


for proceeds received 


forms. 


extension of the 


rules year of taxation of 


we have 
valued use 


seen 
and 


has place d 
insurance pro 
ceeds in a like category with them. The rule 
is that the gain attributable to the receipt 
taxpayer of direct 


by an accrual-basis 


the business not being felt until 1919 See 
Flaxlinum Insulating Company, cited at foot 
note 21, at pp. 678, 688. 

*’ But see case cited at footnote 55 

” See Flaxlinum Insulating Company, cited at 
footnote 21, at p. 688. 

© Cf. Commissioner v. 
Company, 36-2 ustc § 9525, 86 F. 
(CA-2) (‘In the instant case there was a 
contractual obligation to pay even though no 
notes or other evidence of debt were given 
The respondent’s books were kept on an ac- 
crual basis and the gain from the sale of the 
property was therefore taxable for the year 
when the contract was executed rather than the 
year when the payments were made.’'): Helver- 
ing v. Nibley-Mimnaugh Lumber Company, 4 
ustc § 1254, 70 F. (2d) 843 (CA of D. C., 1934) 
See Harold W. Johnston, CCH Dec. 17,578, 14 
TC 560, 565-566 (1950) (reviewed). C. W. Titus, 
Inc., CCH Dec. 9205, 33 BTA 928 (1936), app 
dism'd, 88 F. (2d) 1007 (CCA-10, 1937), is not 
to the contra, for there all the accrual-basis 
seller had was an executory contract to sell, and 
any liability of the buyer to pay could only be 
shown by extrinsic evidence. 
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Union Pacific Railroad 
(2d) 637, 639 





Sale-leaseback arrangements were 
being made in Asia Minor as 

early as the second century B. C. 

A peasant could sell his land to 

a temple and lease it back 

for a period of time. Thus, the 

temple god secured a steady 

income and the peasant got ready cash 
as well as protection.—Irving 

D. Shapiro, in The Appraisal Journal. 


damage fire insurance proceeds accrues as 
income in the year in which the fire occurs, 
where its liability is not 


insurance 


contested by the 


company. This is so, even thougl 
the exact amount of the 
is not (although 
the said year, and even though agreement 


not until 
1 


company’s lability 
known ascertainable) in 


thereon is reached a subsequet 


taxable year.® 


Thus, if all the events necessary to fix 
the direct-damage liability of the fire in 
surance company occurs within the taxable 
vear and if the amount of the liability has 
become fixed or ascertainable, then income, 
if realized at such time If not, 
realized at the time when 
liability does become fixed or ascertainal 


if any, is 
income is 


In conformity with these rules, it was 
in Georgia Carolina Chemical Company @ 
where there 
to be used in 
11 separate 


a dispute as to the 
arriving at the 


Was 
liabilities 
insurance companies undet 
and occupancy insurance® policies issued 
them reimbursing the insured for lost 

its, the insured was not ‘required to accru 
the insurance proceeds as income unt 
claims were finally settled. 
involved the 
the coinsurance 
bility of was lim 
ited to 80 per cent of the loss insured by it, 
would be applied against thi 
including expenses incurred by th 


The dispute 


the case question of 


clause, under whicl 


each insurance company 


loss, 


entire 


insured 


1G. C. M. 14666, XIV-1 CB 181 
Patrick McGuirl, Inc. v. 
© 9055, 74 F 
Jacob Resler, 
1092-1093 (1952) 

® CCH Dec. 14,242(M), 3 TCM 1213 (1944) 

® Georgia Carolina Chemical Company, cited 
at footnote 62, at p. 1216 See Cambria Clay 
Products Company, CCH Dee. 9315-E, Dkt. No 
80777, April 20, 1936. Compare Thalhimer 
Brothers, Inc., cited at footnote 54 

As to the year a loss may be deducted when 
there is a contested insurance claim, see Charles 
F. Jeffreuv, CCH Dec. 19,672(M), 12 TCM 53 
(1953) 


(1935) ct 
Commissioner, 35-1 

(2d) 729 (CA-2), with Estate of 
CCH Dec. 18,701, 17 TC 1085 


Use and Occupancy Insurance 


to reduce any loss under the policy, or only 
against the loss caused by actual suspension 
of business. 


Che Tax Court felt that the fire in 1939 
gave rise only to contingent liability on the 
part of an insurance company, because the 


1 


dispute over whether the coinsurance claus« 
would be waived as to expenses incurred to 
reduce the that it 
could not be all the events neces 
the amount of the liability 
complete and definite at the time of the 
filing |in November, 1939] of the 
loss.” ™ Che insured in the 


Chemical Company 


“was so substantial 


held that 


1 
LOSS 


sary to fix were 


proofs ot 
Georgia Carolina 
ll 


case actua 


y received, in 
full 


occu 


the taxable vear 1939, certain sums in 
settlement of 


pancy 


and 
that extent 
and satisfaction of the 


some of its use 
insurance policies. To 
there was an accord 


insured’s contingent claims, and since the 


insured’s right to unrest and en 
absolute at 


amounts so 


icted use 


iovment of the monevs became 


the time of thei receipt, the 


received were treated as income at the time 


Ol receipt. 


There would appear to be considerable 


uncertainty as to whether a dispute between 


il insurance company and an insured as 


1 
he former’s liability under a valued us« 
upancy policy would delay the year 


from the 


t 
d occ 


any gain receipt of the 
Insurance proceeds would be taxable. There 
has been no specific holding on the point, 

o reconcile 


1 
re lated cases 


Other Aspects 
of Use and Occupancy Insurance °° 


seems to be a considerabl ditte1 
of opinion among persons in the insur- 
ance field as to the ] 
lisadvantages 0 
forms Of use al 
msurance con 


Oo valued pt lice s, 
* Cf. Patrick McGuirl, Inc. v 
cited at footnete 61 Twinboro 
CCH Dee. 13,340(M), 2 TCM 369 
First Bancredit 
poration, 35-2 


Commissioner, 
Corporation, 
(1943): and 
Flexlume Cor 
ustc § 9558, 10 F. Supp. 1015 
(DC N. Y.): with Henry F. McCreery, CCH 
Dec. 1646, 4 BTA 967, 980 (1926) and Frost 
Lumber Industries, Inc. v. Commissioner 
ustc © 9527, 128 F. (2d) 693 (CA-5), rev'g 
Dec. 12,042, 44 BTA 1249 (1941) 

>T am indebted to James C. O'Connor, of 
Cincinnati, Ohio, and to John L. Tracy, of 
Dalias, Texas, for educating me in the tech- 
nical insurance aspects of use and occupancy 
insurance Responsibility for viewpoints ex 
pressed herein as to valued and nonvalued forms 
is mine 


Corporation 1% 
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cover direct damage to property or conse- 
quential loss, such as that due to interrup- 
tion of business, whereas casualty insurance 
companies which write boiler and machinery 
use and occupancy policies have no objec- 
tion at all. In fact, an insurance company 
incorporated in one of the 48 states rarely 
will write a valued form of use and occu- 
pancy insurance in connection with a fire 
and extended coverage policy,* although 
many ago such insurance could be 
readily obtained. In the case of use and 
occupancy insurance covering interruption 
of business arising out of boiler explosion 
and machinery damage, the valued form, 
providing for a specified daily indemnity, is 
a standard form in all states and is the 
form used almost exclusively.” There ap- 
pears, however, to be a change of attitude 
taking place on the part of some American 
fire insurance companies with respect to 
writing valued forms, and they may again 
be written with some frequency. 


years 


Reasons for Difference in Attitude 


The difference between the attitudes of 
fire insurance companies and casualty in- 
surance companies with respect to valued 
and nonvalued use and occupancy policies 
is claimed by the former to stem from a 
difference in the coverages written. A boiler 
and machinery policy is written on a spe- 
cific schedule of objects, and damage to or 
destruction of any one of these objects, it 
i will generally not shut down 
the entire production of the insured’s plant. 
The casualty companies are described as 


is asserted, 


desirous of avoiding the detailed accounting 
job which would be necessary in allocating 
loss of profits and expenses to the damage 
or destruction of a single unit; they there- 
fore are said to have adopted an arbitrary 
method of determining a and occu- 
pancy loss, since it is difficult and sometimes 
impossible to establish the actual loss. Fire 
insurance companies, on the other hand, in 
writing nonvalued policies, insure the entire 


use 


There must be power in the states 
and the nation to remold, 

through experimentation, our 
economic practices and institutions 

to meet changing social and 
economic needs.—Louis D. Brandeis. 


property against the total use and occu- 
pancy value of the insured premises. In 
accordance with the basic principles of in- 
demnity, they feel that they should reim- 
burse the insured for the amount actually 
lost, and they maintain that they know from 
experience that it is possible to determine 
the amount of loss with substantial accuracy. 
American fire insurance companies are stated 
to be able to write valued forms of use 
and occupancy insurance,” but prefer not to 
write this coverage, as they believe such 
forms do not serve the interests of their 
policyholders as well as do nonvalued forms 


The major advantage of a nonvalued use 
and occupancy policy is stated by its pro- 
ponents to be that it provides more adequate 
coverage to the insured than does the valued 
form. Few businesses operate evenly from 
day to day throughout the year; there are 
seasonal factors, and the like, to be taken 
into account. Under the valued per-diem 
form, the insured runs the risk of being 
underinsured (and the insurer may, in par- 
ticular instances, be overinsuring) unless 
the daily fluctuations in the insured’s busi- 
ness are not too great. The only safe way 
to assure the insured adequate coverage 
under all circumstances is to make the per- 
diem amount of insurance under a valued 
policy 365, 300 or 250 times its greatest 
daily anticipated loss due to business in- 
terruption.” The fire insurance companies 
feel that more adequate and less expensive 
insurance coverage can be obtained through 
nonvalued use and occupancy insurance poli- 
cies written under ‘one of several coinsur- 


ance forms, which require in substance that 





* Because of the general flexibility employed 
by inland marine underwriters, it is sometimes 
possible to get valued forms on an ‘‘all risk”’ 
basis in the inland marine department of an 
American fire insurance company, even though 
the fire department in the same company would 
not agree to a valued form if only the perils 
of fire and extended coverage were insured. A 
policy written on an “‘all risk’’ basis would 
include insurance with respect to the perils of 
fire, lightning, windstorm, hail, tornado, cy- 
clone, explosion, riot, civil commotion, smoke 
damage, vehicle damage, aircraft damage, van- 
dalism, malicious mischief, sprinkler leakage, 
water damage, boiler explosion and breakdown 
of machinery. 
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* This is so even though nonvalued use and 
occupancy insurance forms, basing recovery on 
actual loss sustained, are available as standard 
forms in connection with boiler and machinery 
insurance 

* For example, I have been informed that 
a number of mutual fire insurance companies 
are able to write valued forms of use and occu- 
pancy insurance in connection with fire insur- 
ance policies in all of the states in which they 
are licensed. This may also be true of some 
stock companies. 

® The fraction used 
whether the business 
five days a week 


would 
operates 


depend upon 
seven, six or 
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the insured carry insurance equal to a por- 
tion of his anticipated annual business in- 
come less certain expenses. 


Another explanation which has been of- 
fered to explain the difference in the atti- 
tudes of the fire and the casualty insurance 
companies is that, historically, boiler and 
machinery insurance has been issued pri- 
marily to large industries, where it is ex- 
pected that the moral hazard is not great, 
while fire insurance companies deal with the 
public generally. This is not a satisfactory 
explanation because, certainly, if a large 
corporation is permitted to take out valued 
use and occupancy insurance in connection 
with a boiler and machinery direct-damage 
policy, a fire insurance company should not 
feel that the same corporation offers a moral 
risk in connection with consequential dam- 
age, such as loss resulting from business 
interruption due to a fire. As to the ability 
to determine proper limits of coverage to be 
extended and rates to be charged for valued 
policies on a per-diem basis, since the cas- 
ualty companies have no difficulty in this 
regard, it would appear that fire insurance 
companies would have no difficulty. More- 
over, it would seem that some of the diffi- 
culties which casualty companies are said 
found to exist when determining 
consequential loss due to the damage or 
destruction of a single unit would exist 
where a fire only partially destroys a manu- 
facturing plant. 


to have 


No categorical statement can be made 


that from a purely business point of view, 


See Fire, Casualty & Surety Bulletins, 
U. & O. B-1 (Fifth Printing, May, 1942), with 
respect to the use of nonvalued forms by manu- 
facturing plants and mercantile establishments 
having seasonal variations. An excellent dis- 
cussion of various nonvalued forms of use and 
occupancy insurance available for industrial 
plants is contained in an unpublished paper 
presented by John L. Pearson before the Fourth 
Annual Accounting Conference of the School of 
Business Administration, Rutgers University, on 
November 12, 1953. 

The insured’s accountant 
in to help the insurance counselor. Jerome §S 
Miller, ‘‘Buying and Administering Business 
Interruption Insurance,’’ 16 New York Certified 
Public Accountant 552 (1946), points out that 
“The accountant is consulted relative to his 
clients’ Business Interruption insurance more 
often than in connection with most other forms 
of commercial insurance. His connection with 
it, moreover, is not merely transitory. His 
advice properly should be sought at the incep- 
tion of the policy term, at least once during this 
period, and certainly again should a claim occur 
under the policy.'’ The insured should also 
consult its attorney, in case of loss, to advise 
it as to legal and tax problems arising from 
the loss. 


should be called 


Use and Occupancy Insurance 


If a man is proud of his 

wealth, he should not be praised 
until it is known how 

he employs it.—Socrates. 


apart from the tax aspects, one form of use 
and occupancy insurance is superior to an- 
other. Each has its special advantages in 
particular situations.” The problem of which 
type to carry and the amount of coverage 
is a complex one, and a business enterprise 
would be well advised to consider carefully 
with its insurance counselor which form 
will meet its particular needs.” 


For example, a new business which has 
no past experience as to profits and no reli- 
able guide to use to estimate future profits 
might prefer to carry a valued rather than 
a nonvalued form of use and occupancy 
insurance. A business having no seasonal 
fluctuation also might consider using this 
form. 


With either the valued or nonvalued form, 
the insured has the burden of constantly 
checking its operations against its use and 
occupancy certain at all 
times that it is adequately protected. With 
respect to the valued form, it must check 
that it has a sufficient amount of 
insurance; with respect to the nonvalued 
form, it must check to see that it is com- 
plying with the average or coinsurance 
clauses so that it will not be penalized should 


coverage to be 


to see 


a loss occur.” 

72 The difficulties encountered by those using 
coinsurance two-item forms and the coinsur- 
ance gross earnings forms are discussed by 
Henry C. Klein in Business Interruption Insur- 
ance and Extra Expense Insurance as Written 
by Fire Insurance Companies in the United 
States and Canada (The Rough Notes Com 
pany, Inc., 1950); Joseph F. Sullivan, ‘‘Fire 
and Business Interruption Claim Problems,” 
32 N. A. C. A. Bulletin 1050, Sec. 1 (May, 1951); 
Miller, article cited at footnote 71 

Another type of use and occupancy insurance 
which is written is the nonvalued agreed-amount 
form, which provides that if the insured will file 
certain periodic statements of values, the in- 
surer will accept insurance on this amount as 
compliance with the coinsurance clause; any 
possibility of a coinsurance penalty is thus 
avoided 

A valued form which on occasion has been 
used by oil refineries taking out use and occu- 
pancy insurance in connection with direct- 
damage insurance covering loss due to fire, 
lightning, vandalism, malicious mischief and 
other perils is one under which there is a fixed 
per-diem amount paid for each day of total 
suspension of business, but the insuring clause 
relating to partial suspension of business reads 
somewhat as follows 

(Continued on following page) 
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Some insurance men feel that because of 
the numerous factors which must be taken 
into account in order to adjust a 
under the nonvalued form, it is only theo- 
retically true that a nonvalued use and 
occupancy policy provides more adequate 
coverage than does the valued form. Prac- 
tically, they Say, i sufficient 


loss 


there is a 


number of pitfalls in the nonvalued policy 
with respect to pr of of loss ™ by the insured 
to reduce materially the amount of 
recoverable, with the result that the insured 
may collect substantially less than the amount 


loss 


(Footnote 72 continued) 

“Partial Suspension: If said property is 
destroyed or damaged by any one or more 
of said perils so as to result in a reduction 
in or change of production, then this insurance 
shall be liable for the amount (as determined 
by the Arbitrators) that the actual earned profit 
of the Assured for each day of the period of 
partial suspension is less than $——————— per 
day. Said actual earned profit shall be calcu- 
lated as per the Reporting Form set forth 
below.”’ 

It would seem that the employment of such 
a partial suspension clause subjects the in- 
sured, in case of a recovery under the policy 
on account of partial suspension of business, 
to the risk of the Internal Revenue Service 
contending that the proceeds do not come under 
Code Sees. 112(f) or 117(j), and are taxable 
as ordinary income. Where the per-diem rate 
to be paid by the insurer to the insured in case 
of total suspension of business is identical with 
the base figure used in the partial suspension 
clause, similar difficulty may be encountered, 
although the insured in case of total suspension 
of business has a stronger argument that those 
sections do apply. If the base figure itself 
is not arrived at through a formula seeking 
to determine lost profits, it will appear that 
even with the partial suspension clause such 
as that set forth above, the formula used to 
determine the extent of partial interruption of 
business should not be treated under the de- 
cided cases as making the insurance proceeds 
the equivalent of reimbursement for lost profits 
for tax purposes. 

™ Miller, articles cited at footnote 71, at pp 
564-565, asserts that a nonvalued business inter- 
ruption claim is no different in essentials from 
any other insurance claim, but Sullivan, article 
cited at footnote 72, at p. 1055, emphasizes the 
difficulties of settlement, and at p. 1058 states 
that the preparation of forecasts and of projec- 
tions of operations for the 12-month period 
immediately following a fire, as required under 
the terms of the contribution clause, are ‘‘prob- 
ably the two most important and most difficult 
problems encountered in preparing a business 
interruption claim."’ Pearson, unpublished 
paper cited at footnote 70, at p. 19, discusses 
the problem of how nonvalued losses are ad- 
justed, as follows: 

“This question is raised frequently and there 
is no simple answer or formula that can be ap- 
plied It is difficult to obtain an answer even 
from experienced adjusters of use and occupancy 
losses A use and occupancy loss must truly 
be adjusted No definite outline of procedure 
is available, because each loss must be treated 
separately and a solution reached on the basis 
of the conditions that exist at the time of the 
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of its actual loss." Under the valued form, 
the adjuster, as in the Williams Furniture 
case,” must determine the number of days 
which it takes the insured to repair or 
replace the damaged property through the 
use of due diligence. He must also deter 
mine the reduction in output during any 
period of partial shutdown, but if the shut- 
down is total then only the first determina- 
tion is necessary. Thus, the area of possible 
dispute determining the amount of recover- 
able loss is not as great as under nonvalued 
forms.” 


loss, and by the application of the basic terms 


of the policy itself. In cooperation with the 
assured the adjuster must find a logical method 
of procedure from his own experience and 
knowledge Books have been written showing 
how various use and occupancy have 
been adjusted in individual cases. Sometimes 
the procedure for determining a loss is similar 
to that followed in building up the value for 
insurance except that the calculations are for 
the period that production or business is inter- 
rupted. A simple case would be that of the 
manufacturer of a single product, where the 
number of units which are prevented from 
being produced can easily be determined, and 
the net profit and overhead on each unit is 
definitely known. In arriving at the amount 
of loss, due consideration is given to the ex 
perience of the business prior to the loss and 
the probable experience thereafter."’ 

* Klein, work cited at footnote 72, at p. 12 
states as follows: 

“The great majority of Valued Form Busi- 
ness Interruption Insurance policies are written 
where the Insured, although having an Insur- 
able Interest in the object of coverage, feels 
unable to predict the amount of future earn- 
ings or anticipates great difficulty in proving 
the actual amount of loss sustained. He there- 
fore desires a policy which will pay a fixed 
sum per day, per week or per month of busi 
ness suspension, without proof of actual loss 
sustained. 

“While it is 
policies have 
parties 


losses 


possible that Valued Form 
been or may be secured by 
with an Insurable Interest con- 
siderably less than the fixed amount of insur 
ance secured, such cases are believed to be 
exceedingly rare.”’ 

* Case cited at footnote 14. 

™ T have in my files a number of valued forms 
of use and occupancy insurance used in con 
nection with fire and other policies insuring 
against direct-damage loss. A not unusual 
clause in such policies issued by Lloyd's under- 
writers is the following: 

“It is a condition of this 
case the Assured and the Underwriters ar 
unable to agree as to the time necessary to 
rebuild, repair or replace the described prop- 
erty, and/or the value of the subject of this 
insurance, and/or the amount of loss thereon 
the same shall be determined by appraisal as 
follows: the Assured and the Underwriters 
shall each name a competent and disinterested 
appraiser and the two so chosen shall before 
proceeding further, appoint a competent and 
distinterested umpire. The appraisers together 
shall estimate and appraise the amount of loss 
hereunder and, failing to agree, shall submit 
their differences only to the umpire. The award 
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Insurance men who favor valued forms 
of use and occupancy insurance also main- 
tain that while, theoretically, the premium 
cost per $100 of insurance coverage under 
a valued form is higher than under a non- 
valued form, in practice this is not neces- 
sarily so, and can even be less. Since the 
insured dollar amount of 
coverage per day of total interruption of 
‘ premium payments can be re- 
duced without the risk of penalty under a 
coinsurance clause; the insured can buy as 
much or as little insurance as it feels it 
needs without being concerned in case of 
fire or other casualty loss with the burden 
of proof of the amount of loss under a 
net-profits formula. For these and other 
good many businesses in the 
United States do take out valued forms ot 
use and occupancy insurance in connection 
with policies covering direct damage due to 
fire. Such policies can be and are written 
through the underwriters at Lloyd’s of 
London. In addition, such policies will be 
written by an American fire insurance com- 
pany on occasion (and more frequently now 
than in the recent past) by making a special 
fling with the particular state insurance 
department concerned. In 
valued policies can be written without the 
necessity of a special filing, because such 
insurance is a “surplus line.” 


can choose the 


business,” 


reasons, a 


some _§ states, 


Conclusion 


The reader should be reminded that the 
amount of direct damage caused by a fire 


or similar catastrophe is not the entire loss 


sustained by a business enterprise, and that 


in many instances the loss due to the bust 
ness being deprived of the use of its land, 
buildings and equipment can be far out of 
proportion to the actual physical damage 
sustained. Because a comprehensive busi- 
insurance program must include not 
insurance but 


ness 
only direct-damage also use 
and occupancy insurance, the business and 
tax aspects of the latter should be under- 
stood. Since 
primary consideration, the tax aspects are 
only of secondary importance when the 
choice of a valued or nonvalued policy is 
being made, but become of substantial 
importance occurred and 
Insurance proceeds recovered. 
Certain tax from the 
choice of a valued or a nonvalued type of 
use and occupancy insurance to meet the 
insured’s needs if a loss should occur and, 
in the case of a difficult choice, the tax factor 
Moreover, in the 


insurance against loss is the 


loss has 
have 


after a 
been 


consequences flow 


sway the decision. 
case of a loss the insured business ts vitally 
interested in the tax liability, if any, which 
will be incurred by it should the insured 
reinvest the imsurance proceeds 
in property similar or related in service or 
use to the property destroyed or damaged, 
or should the insured merely add the insur- 
ance proceeds to available working capital 
For all these reasons, those businesses which 


may 


che ose to 


presently carry use and occupancy insur- 
ance should take a look at their 
insurance program, and those which do not 


should take a long first look [The End] 


second 


GOVERNMENTS’ RETIREMENT COVERAGE 


Of the 
ployees ot 


5.6 million 
state and local govern- 
ments in the United States, almost 
4.7 million, or 83.8 per cent, are cov- 
ered by employee retirement systems, 
according to the Bureau of the Census 


more than em- 


Coverage ranges from 57 per cent 
of employees in North Dakota to 96 
per cent in Delaware. In 23 of the 
48 states, 85 per cent or more of all 
state and local government employees 
are covered. 


(Feotnote 76 continued) 
in writing duly verified by any two shall deter- 
mine the amount of loss 

“The Assured and the Underwriters shall 
each pay the fees and expenses of the respec- 
tive appraisers appointed by them and _ shall 
bear equally the expenses of the appraisement 
and the charges of the umpire.”’ 

One insurance agency which has 
policies containing this clause states that 


written 
“the 


Use and Occupancy Insurance 


For full-time employees, coverage 
Nation-wide 
Among 
irom 
than 


is considerably higher. 
it stands at 94.2 per 
the 48 states, 
85 per cent in Georgia to more 
99 per cent in 
Utah. In 43 
more of all 

ment full-time employees are covered 


cent. 


coverage ranges 


Delaware, lowa and 


states, 90 per cent or 


state and local govern- 


Almost one fifth of all full-time and 
part-time employees are covered by 
both state or local plans and OASI. 


loss adjustment is practically simplicity itself 
This is not possible under the non-valued 
policy Perhaps what the last sentence means 
is that American fire insurance companies gen- 
erally will not consent to having someone not 
in their employ determine the amount of lost 
profits and therefore the amount of the com- 
pany'’s liability under a nonvalued use and 
occupancy policy 
7 See footnote 74. 
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The Importance of the Original Tax 


By MYRON GREENSIDE 


oe Yi | ACBETH does murder sleep.”* So 
sometimes do the agents of the In- 
ternal Revenue Service destroy the nocturnal 
rest of tax how many tax 
cheaters can enjoy nightly repose, even after 
the passage of many years since their act 
of fraud, when they know that the long arm 
of the Treasury Department can reach back 
through the years, point an accusing finger 
and impose punishment. Those who will- 
fully attempt to evade taxes may gain some 
kind of comfort from the knowledge that 
criminal sanctions in the form of fine or im- 
prisonment cannot be imposed unless the 
indictment is found or the information in- 
stituted within six years after the commis- 
sion of the offense.” But this comfort provides 
only partial solace upon the realization by 
the tax evader that on the civil side he is 
liable not only for the unpaid tax for the 
long past years but also for other heavy 
monetary exactions, the payment of which 
may be ruinous. 


eV aders, for 


First, on the civil side, it must be remem- 
bered, where the deficiency is due to fraud, 
the tax may be assessed at any time. This 
means that the Commissioner of Internal 
Revenue, in the case of a false or fraudulent 
return filed with the intent to evade tax, 
may examine the tax liability for a year as 
distant as 1913. In Jacksonville Paper Com- 
pany,” reported in 1954, the examination 
originally covered a 19-year period and 
began with the fiscal vear ended in 1923. 
Likewise, in Reuben D. Silliman’ promul- 
1952, the had 
deficiency notices covering the years 1924, 
1926 and 1927, 


gated in taxpayer received 


Secondly, apart from the understated tax 
which the apprehended tax evader must pay 


for a remote year, he is informed that a 
penalty is to be imposed—an ad valorem pen- 
alty of one half the underpayment.” The 
penalty attaches to the entire deficiency, even 
though only a small part of it is due to 
fraud.’ Thus, the penalty attaches to the 
deficiency attributable to routine adjust- 
ments, such as the disallowance of depre 
ciation or the treatment of capital gain income 
as ordinary income. The penalty is specially 
onerous when the technical adjustments 
are greater in amount than the fraudulent 
income, for the penalty is imposed on 
the entire understatement of tax, Also, the 
penalty may, like the tax, be assessed at 
any time.” In the Silliman case,” for the year 
1924 the deficiency was $175,393.62, and the 
fraud penalty was $87,696.81. 

Third, the tax evader is required to pay 
interest on the underpayment at the rate 
of 6 per cent generally from the due date 
of the return to the date the tax is paid.” 
By reference to the deficiency in the St//iman 
case for the vear 1924, it will be observed 
that by March 15, 1952—27 vears after the 
due date of the 1924 return—interest in the 
amount of 162 per cent of $175,393.62 had 
accumulated. 

Finally, special circumstances for particu- 
lar years may further increase the tax 
evader’s liability. He may lose the forgive- 
ness feature of the Current Payment Act of 
1943." As a result of the ] 
omitted income, penalties of underestimation 
of the tax may be imposed.” In the in- 
stance of 


discovery ot 


a corporation fraudulently under- 
stating its income and of its majority or 
sole stockholder fraudulently diverting that 
income to his own use, the same funds will 


not only be taxed twice—once to the corpo- 





' Shakespeare, ‘‘Macbeth,"’ Act II, Scene 2. 

71954 Code Sec. 6531. 

®* Sec, 6501(c) (1). 

*CCH Dec. 20,491(M), 13 TCM 728 (1954). 

>CCH Dec. 19,179(M), 11 TCM 921 (1952). 

®* Sec. 6653(b). 

* Duffin v. Lucas, 3 vst 
(CCA-6, 1932); L 

* Sec. 6659 
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" 863, 55 F. (2d) 786 
O. 1028, 2 CB 233 (1929). 


May, 
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* Cited at footnote 5. 

* Sec. 6601(a). 

™ Sec. 6, Current Tax Payment Act of 1943: 
Arlette Coat Company, Inc., CCH Dec. 17,629, 
14 TC 751 (1950). 

"= Spencer D. Lorton, CCH Dec. 
12 TCM 613 (1953): George Edge, 
20,712(M), 13 TCM 1130 (1954). 


19,717(M), 
CCH Dec. 
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Return in Civil Fraud Cases 


A common source of information in civil fraud cases is the use 


of government assessment records and the tax-assessment method. 


The author 


discusses several rarely-written-about topics, such as the difficulty 

which the Service encounters in asserting the fraud penalty without producing the 
original returns, the destruction of original returns, the importance 

of copies of returns, the use of Form 899 and the tax-assessment method. 


ration and once to the stockholder—but the 
fraud penalty will be asserted on both the 
corporate and individual deficiencies.” 

This cataloguing of the certain elements 
of civil liability that may confront a tax 
should serve to demonstrate the 
prodigious monetary exaction awaiting him. 
The total sum may frightening—irigh- 
tening enough so that even if the tax evader 
criminal sanctions because of the 
expiration of the statute of limitations, he 
may come to feel that he has escaped merely 
the of two he will 
endeavor somehow to avoid or minimize the 
will naturally in- 
quire as to the importance of the original 
tax returns. 


evader 
be 


€ scapes 


lesser evils. Because 


colossal assessment, he 


DESTRUCTION 
OF ORIGINAL RETURNS 


In probing back through the musty thick- 
ness of time in an effort to uncover an 
understated tax liability and evidence of 
fraud for a year outlawed by the criminal 
statute of limitations, the agents of the 
Internal Revenue Service—in particular, the 
special agents of the Intelligence Division 
whose responsibility it is to investigate the 
fraud case “—naturally encounter many ob- 
Not the least of the impediments 
absence of 


stacles. 
the 
nesses and faulty memories. 


Wit 
But certainly 
one gigantic barrier may be the absence ot 


are records, missing 


the original returns filed by the tax evader. 
Without 


missioner 


Com- 
the 


the 
pre ve 


the original 


may 


returns, 


be unable to 


8 J. J. Dix, Inc., CCH Dee. 19,673(M), 12 TCM 
536 (1953). In Drybrough v. Commissioner, 57-1 
ustc §.9212, 238 F. (2d) 735 (CA-6, 1956), over 
$200,000 was omitted from the corporation's 
books and tax returns, and was diverted to the 
stockholders who did not report the receipts 
upon their own returns. The deficiencies and 
fraud penalties asserted against the corporation 


Importance of the Original Tax Return 


existence of 
such 


fraud for the 
a circumstance, the 


remote year. In 
statute of limita- 
will be a bar to the assertion of the 
deficiency and the 50 per cent ad valorem 
penalty. 


In Kenneth P 
“For the 
could be 


tions 


Stemreitch,” the Tax Court 
1927 and 1928 no 
produced. Their destruc 
respondent in due course undoubt- 
edly was entirely consistent with his authority, 
but the absence of the returns nevertheless 
leads to results unfortunate 
without we 
what 


stated: years 
returns 


tion by 


tor him. For 
unable to ascertain 
petitioner reported or that 
any of his income was omitted. Even though 
the tax paid was small, inability to examine 
the returns precludes the possibility of elimi- 


nating from off- 


them 
mcome 


are 


consideration legitimate 
setting deductions in large amounts.” 


The rationale may be said to be 
based upon the proposition that the burden 
of proving fraud is upon the Commissioner.” 
That burden 
sentation that 
understated 


court's 


necessarily requires the pre 
the taxpayer fraudulently 
taxable income upon his 
(if a was filed). lf 
return is introduced 
the de- 
monstrate, first, the reported income and, 
second, 


his 
original 
the 


return return 


original not into 


evidence, how can Commissioner 


the unreported income? 


Thus, at this point, the tax evader’s in- 
quiry as to the importance of the original 
answered by the Steinreich case 
If the Commissioner has destroyed or can- 
not present the 


return is 


original return, he cannot 


and the stockholders together amounted to about 
$600,000. Part of the corporation's liability in- 
cluded excess profits taxes and the fraud penalty 
thereon ‘ 

21 Federal Register 10418, © 1118.6 (Decem- 
ber 28, 1956) 

™ CCH Dec. 13,673(M), 2 TCM 1199 (1943) 

” See. 7454(a) 
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The author is a CPA with 
the firm of Starr, Finer, Starr 
& Company in Boston. 


sustain his burden of proof and cannot prove 
his allegation of fraud. 


Retaining Original Returns 


Elated with the hope of possibly 
escaping the huge civil liability resulting 
from his detected fraud for a remote year, 
the tax evader next asks: How long does 
the Treasury retain original tax returns? 
Many taxpayers believe that the returns 
filed with the Internal Revenue Service are 
kept permanently. This is not so. In Harry 
Feldman," the court referred to the destruc- 
tion by the government of original returns. 
“The original return, filed with the collector, 
had destroyed prior to the hearing 
before us, conformable to the acts of Con- 
gress (25 Stat. 672, as amended by 28 Stat. 
933) after the Joint Committee of the Seventy- 
first Congress had authorized the destruc- 
tion of all forms 1040 for 1924 and 
1925.” Under present government 
records no longer needed may be destroyed 
upon approval of requests by the heads of 
departments to the Archives Department. 


now 


been 


law * 


One tax service reports” that the follow- 
ing returns have been destroyed: 

All Forms 1040 (individual 
years to and including 1936. 

All Forms 1040A 
short form) for 
1939. 

All Forms 1041 (fiduciary returns) for 
years to and including 1938. 


returns) for 


returns— 
including 


(individual 


years to and 


All Forms 1065 (partnership returns) for 
years to and including 1938. 

It also reports” that no substantial por- 
tion of Forms 1120 (corporation returns) 
for any year before 1927 has been destroyed, 
nor has any Form 1120 subsequent to 1926 
been destroyed. According to this same 
source” present internal revenue plans call 
for the destruction, upon the receipt of 

17 CCH Dec. 9399, 34 BTA 517 (1936). 

1% Act of July 7, 1943, Pub. L. 115, 78th Cong., 
57 Stat. 381. 

% CCH Standard Federal 
Ed.), Vol. 4, § 5978.01. 

2° CCH Standard Federal 
Ed.). Vol. 4, { 5978.01. 

27CCH Standard Federal 
Ed.), Vol. 4, § 5978.01. 

22 CCH Dec. 20,169(M), 13 TCM 170 (1954). 

2355-1 ustc § 9262, 219 F. (2d) 782 (CA-5). 

2 See also Sam Samkoff, CCH Dec. 22,464(M), 
16 TCM 529. The taxpayer's individual return 
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Tax Reports (1957 


Tax Reports (1957 
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authority, of all returns Form 1041 and 
Form 1065 that are more than six 
old, all Forms 706 (estate tax returns) and 
Forms 709 (gift tax returns) that are more 
than ten years old, and Forms 707 (capital 
stock tax returns of domestic corporations ) 
that are more than seven years old. 


years 


But this program of destruction is further 
along than the point above referred to. 
Former internal revenue employees estab- 
lish the fact that presently many returns, 
including Forms 1040, that are more than 
six years old are being destroyed. Reported 
cases confirm this fact. In William J. Drie- 
borg,” agents in 1950 were investigating two 
individuals whose tax liability ultimately 
reached back to the years 1942, 1943 and 
1944. At the Tax Court hearing, while 
returns were introduced for the years 1945 
through 1950, no returns were available for 
the years 1942, 1943 and 1944, Similarly, 
in Vloutis v. U. S.* a criminal case, an in- 
vestigation was commenced in June, 1946, 
and involved the years 1944 and 1945. Be- 
cause of the use of the net-worth method 
and the need of proving the amount of 
beginning cash, evidence of prior tax his- 
including the returns for 1942 and 
1943, was presented. Returns for years prior 
to 1942 had been destroyed.* 


tory, 


COPIES OF RETURNS 


Having learned that the civil fraud pen- 
alty cannot be imposed without the produc- 
tion of the original returns and that the 
Internal Revenue Service destroys many 
of its returns that are six or seven years 
old, the tax evader may be lulled into a 
feeling of security when six or seven years 
have elapsed from his act of filing a fraudu- 
lent return and he has not vet been appre- 
hended. But this feeling of security is 
annihilated by the Feldman case.” 


The Feldman case held that although the 
original returns were unavailable, the fraud 
penalty could be imposed by making use 
of copies of returns obtained from the 
taxpayer. Said the court: “When the reve- 





for 1942 had been destroyed in 1950. In an arti- 
cle by George D. Webster, ‘‘Inspection and Pub- 
licity of Federal Tax Returns,’’ 22 Tennessee 
Law Review 451 (June, 1952), this statement is 
made in footnote 1. ‘‘Since most individual. 
partnership and fiduciary returns have been de- 
stroyed, the number on file is of course con- 
siderably reduced."’ 

In “‘News You Can Use,.”" U. 8S. News and 
World Report, April 12, 1957, p. 118, it was said. 
“Returns of individuals are kept on file for 
seven years by the Internal Revenue Service.”’ 

* Cited at footnote 17. 
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nue agent requested petitioner, during the 
course of the investigation which ultimately 
resulted in the determination of the 
ficiency, to submit to him his retained copy, 
petitioner did so and the agent made the 
We are satisfied that it was an exact 
copy, and that the intermediate copy was 
a duplicate of the original. It is significant 
that the tax shown by the copy to be due, 
was the identical amount paid by the peti- 
tioner to the collector—$63.44. It is 
that petitioner, although called 
witness in his own behalf, did not 
deny that the copy produced was a correct 

” Indeed, another item of 
the the govern- 
ment’s copy of the taxpayer's copy was that 
the petitioner had signed an agreement ad- 
mitting that the deficiency 
the possibility exists that the co- 
operation of the tax evader in turning over 
to the Treasury his retained copy of his 
tax return may result in the assertion of a 
deficiency and the imposition of the fraud 
penalty for a year outlawed by the usual 
three-year statute of limitations or by the 
usual six-year limitations.” 
his old copies, the tax evader 
may help the government collect past taxes 
otherwise it would be unable to 
collect anything. So, the tax evader wishes 
to know whether he is required by law 
to prepare and preserve copies of his tax 
returns. 


de- 


ce py. 


also 
significant 
as a 
copy evidence 


leading to acceptance of 


was correct.” 


hus, 


less statute of 


By saving 


where 


Preparing and Preserving 
Copies of Returns 

The Secretary of the 
delegate has the power to require taxpayers 
to prepare and their 
tax returns.” Generally, however, taxpayers 
are instructed to keep permanent books or 
records as are sufficient to establish the 
amount of gross income, deductions, credits 


Treasury or his 


preserve copies ¢ t 


and other matters required to be shown 
The records are 
contents may 
administration of 


Under 


in any income tax return.” 
to be retained as long as the 
material in 
internal 
requirements, it cannot be said that the law 
imposes upon the taxpayer the obligation 
to retain copies of tax returns. Since a 


the 
law.” 


become 


any revenue these 


copy of a return is not proof of the state- 
the return,” it is 
how the retention of a return can prove the 
validity of a particular deduction thereon. 


ments on difficult to see 


On the other hand, in one publication * 
the Treasury the public to 
retain copies of tax returns. “You should 
retain a copy of all tax 
which you file, as part of your 
These copies will not only be an aid in the 
preparation of further tax returns, but they 
will also aid the incur a 
net operating loss or if you file a claim for 


has advised 


carbon returns 


records. 


you in event you 


refund in a subsequent vear. They may be 
used by the executor of your estate or by 
an internal revenue agent in the event your 
original return is not available.” It 
not appear that this admonition constitutes 


does 


a requirement having the effect of a regu 
lation.” This being so, no criminal penalty 
would attach if a deliberately 
refrained from making and keeping a 


taxpayer 
copy 


of his return 


Producing Copies of Returns 


If the taxpayer has not saved any copies 
of his returns, he is not concerned with the 
attempt of Treasury agents to obtain copies. 
But suppose the taxpayer has preserved 
copies for years beyond the six-year statute 
of limitations. May he refuse to produce 
them? 


Ample statutory authority exists by which 
Treasury agents may request copies of tax 
returns.” The Internal Revenue “may 
examine any books, papers, records, or other 





2% See also Sam Samkoff, cited at footnote 24, 
where the copy of the return was obtained from 
the taxpayer's accountant 

7 Sec. 6501(a) refers to the three-year statute; 
6501(e) refers to the six-year statute 

* Sec. 6001 

» Regs. 118, Sec. 39.54-1 

© Regs. 118, Sec. 39.54-1. See also 
Record Retention Requirements,"’ 22 
Register 2447 (April 11, 1957). 

i Hdgar Burleson, CCH Dee. 
rCM 932 (1953). 

2 Tax Guide for Small Business (Treasury 
Department, Internal Revenue Service, Publica- 
tion No. 334, 1956), p. 9. The same admonition 
is repeated at p. 10 of the 1958 Edition. In 
your Federal Income Tax 1958 (Treasury De- 
partment, Internal Revenue Service, Publication 
No. 17), p. 4, it was said: “‘Also, it is a good 
idea to keep a copy of each of your returns, 


Sec 
“Guide to 
Federal 


19,849(M), 12 


Importance of the Original Tax Return 


as a wealth of valuable information is accumu- 
lated over the years in your tax returns.”’ At 
present the Internal Revenue is expediting its 
audit program by working from retained copies 
of tax returns provided by the taxpayer or his 
accountant 

* Administrative 
1003 

‘This would not 


Procedure Act, 5 USC Sec 
apply where a specific sec- 
tion of the Code or regulations require reten- 
tion of copies of returns Under Regs. Sec 
1.1302-4(b), relating to distributions in redemp- 
tion of stock, the distributee filing an agree- 
ment under Sec. 203(c)(2)(A) must retain copies 
of income tax returns for ten years from the 
date of the distribution See also I. T. 1929, 
III-1 CB 424, which states that there is no spe- 
cific provision of law imposing a penalty for 
failure to keep permanent records 
* Sec. 7602 
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data which may be relevant or material” 
to any inquiry into “the liability of any 
person for any internal revenue tax.” Never- 
theless, the taxpayer may refuse to submit 
his retained copies on the ground that to 
do so might incriminate him in a federal 
crime.” In this instance the taxpayer may 
invoke the privilege against self-incrimina- 
tion as provided under the Fifth Amend- 
ment. But where the agents demand copies 
of returns that are more than six years old, 
the taxpayer may find himself in a position 
where he is unable validly to claim the 
privilege. An individual may not invoke 
the Fifth Amendment merely to avoid civil 
liability.” Moreover, he may not claim 
the privilege where his plea that his retained 
copy may be used against him has no basis. 
This would be so if the Treasury agents 
were investigating a year so remote that 
the criminal statute of limitations had run 
against every possible federal crime.” To 
assert the privilege then would be meaning- 
less. Therefore, if the taxpayer continued 
to deny the agents access to his copies of 
returns, he could be compelled by judicial 
process to submit them.” 


But even in those situations where a 
remote year is involved and where the 
criminal statute of limitations has expired, 
the tax evader may still raise an argument 
enabling him to keep his retained copies. 
If the production of an old return, say, a 
1946 return in 1956, tended to 
pattern of evasion for an open year or 
were to provide a link by which evidence 
could be 


reveal a 


leading to the tax- 
payer’s conviction for a year not outlawed, 
then the taxpayer could sucessfully refuse 
to submit the old copies. * 


assembled 


Criminal Penalties May Apply 

While the tax evader has learned that he 
may not be subject to any penalty for fail- 
ing to prepare and preserve a copy of his 
return,” he subject to criminal 
penalties for certain acts relating to retained 


may be 


The Internal Revenue Code permits 
stock covered by options 

to be purchased for as low as 

85 per cent of fair market 

value, yet only one of 25 plans 
surveyed by the National 

Industrial Conference Board prices 
stock at less than 95 per cent. 


copies. If a taxpayer (or witness) neglects 
to obey a summons to produce a retained 
copy and if the privilege against self-in- 
crimination is not available, then he may 
be subject to a maximum fine of $1,000 or 
a maximum sentence of one year, or both.” 
Suppose a tax evader willfully destroys his 
retained copy after having been asked by 
an agent to produce it. Could he be charged 
with a misdemeanor under Section 7203 for 
willful failure to “supply any information,” 
especially if he had no ground for claiming 
the Fifth Amendment? Or more important, 
by reason of the act of destruction, could 
he not be charged with a present attempt 
to evade taxes in any manner for the re- 
mote year?“ This violation would be a 
felony. Such an act of destruction would 
be similar to the act of telling a falsehood 
sometime after the act of filing a false and 
fraudulent return and in furtherance of that 
attempt to evade taxes. Such an act of 
telling a falsehood was said to be an attempt 
to evade taxes,“ so that the six-year statute 
of limitations would start to run from 
the act of telling the falsehood. 


If a taxpayer has not retained a copy 
of his return for a remote year, his tax 
counsel may have. While no obligation de- 
volves upon the tax accountant or attorney 
to preserve a copy of his client’s original 
return, where tax counsel has in fact re- 
tained a copy, he may be compelled to 
produce it.” He is justified in refusing an 
order for production if he 
invoke the Fifth 


45 


can 
Amendment with 


properly 


respect 


to his own possible conviction.” An ac- 





* United States Constitution, Fifth Amend- 
ment. 

* 8 Wigmore on Evidence, Sec. 2254. Tucker v, 
Hubner, 55-1 ustc { 9311, 129 F. Supp. 110 (DC 
Calif.): ‘‘A civil proceeding attempting to en- 
force civil liability under the internal revenue 
statutes is not protected by the Constitutional 
guaranties of the Fifth Amendment,—Helvering 
v. Mitchell, (1938) 303 U. S. 391."’ 

% 8 Wigmore on Evidence, Sec. 

® Sec. 7604. 

” Matter of Friedman, 52-1 
F. Supp. 419 (DCN. Y.). 

‘"§ See footnote 34. 

# Sec. 7210 
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2279. 


£ 9305, 104 


USsTC 


May, 1958 @ 


*% Sec. 7201. 

4 U. S. v. Beacon Brass Company, Inc., 52-2 
ustc § 9528, 344 U. S. 43. Of course, to show 
that defendant evaded taxes for a remote year 
by an act performed more than six years after 
the act of filing a fraudulent return, it would 
be necessary to produce the original return for 
the remote year in order to prove the original 
attempt to evade tax. 

*® Sec. 7602. 

** The retained copy is usually the property of 
tax counsel. To prevent the use of the copy 
as evidence against himself, tax counsel could 
invoke the privilege just as any individual 
could do. 
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countant is not justified in refusing to pro- 
the copy on the ground that the 
contents of the return represents a 
fidential communication between account- 
ant and client. The Internal Revenue 
Service recognizes no such privilege, even 
though such a privilege may exist under 
state law." Similarly, an attorney who pre- 
pared the original return and retained a 
copy would meet with difficulty if he were 
to assert the lawyer-client privilege upon 
being ordered to produce his copies of the 
return. Under circumstances, the 
preparation of a return may be considered 
a nonlegal or accounting service to which 
the attorney-client privilege does not apply.* 
Second, the contents of the return 
were never intended to be confidential inso- 
far as the Internal Revenue Service is 
concerned and were in fact intended to be 
divulged to that agency, it could be said 
that there was no confidential communica- 
tion at all. ” 


duce 
con- 


some 


since 


Working Without Original Return 
or Duplicate Copies—Drieborg Case 


The proposition that the fraud penalty 
and, therefore, the deficiency may not be 
properly assessed without the production by 
the government of original or duplicate cop- 
ies of the original return filed by the tax- 
payer was confirmed in the case of Drieborg 
v. Commissioner.” In its opinion, the court 
relied upon the Stemretch and re- 
peated the necessity of producing the tax 
returns so that the Commissioner could sus- 
tain his burden of proof. 


- 51 
case 


Yet certain language in the Drieborg case 
is susceptible to the interpretation that the 
the ab- 
In that 
introduce 


fraud penalty may be sustained in 
sence of original returns or copies. 
the 


either the original or copies of the returns 


case Commissioner did not 
Said the court: “Nor was there any evidence 


information the returns con- 
ained, The Commissioner showed only that 


the Collector’s that the 


as to what 


records indicated 


“ Falsone v. U. S., 53-2 uste © 9467, 205 F. (2d) 
734 (CA-5) 

‘* For example, preparation of Form W-2 when 
it was a return or Card Form 1040A. Since the 
preparation of those forms generally involves 
no difficult or doubtful question of law, is 
simple and is taught in some high schools, it 
is unlikely that this preparation would be re- 
garded as the practice of law. See Gardner v. 
Conway, 234 Minn. 468, 48 N. E. (2d) 788 (1951) 

% See Banks v, U. S., 53-1 uste § 9402, 204 F 
(2d) 666 (CA-8): Henry B. Mikelberg, CCH Dec 
20,667, 23 TC 342 (1954). For contrary holding 
see Allen Gottlieb, CCH Dec, 19,851(M), 12 TCM 
939 (1953) 
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petitioner-husband had paid certain amounts 
Nowhere in the 
the gross 


in taxes for those years. 
there any evidence of 
or net income reported, nor of the credits 
or deductions either claimed by the tax- 
payer or allowable to him.” 

This quotation that if certain 
information had been placed before the 
court, then even in the absence of returns 
the fraud penalty might have been sustained. 

What information could the court have 
used in order to determine gross or net in- 
come or credits and deductions? Certainly 
if the taxpayer or his accountant or his 
lawyer had retained records from which it 
would have been possible to establish the 
items that must have been entered on the 
original return, then the necessary informa- 
tion would have been available to the court. 
This would be especially true if the result- 
ing tax agreed with the assessed tax. Per- 
haps the special agents could have examined 
state income returns, or copies of them, and 
from them reconstructed the federal income 
tax return. Perhaps also the taxpayer had 
made a series of admissions, such as that 
the the government was 


correct.” 


record is 


suggests 


computation of 


TAX-ASSESSMENT METHOD 

Yet another approach by the government 
to the determination of net or taxable in- 
come may be tax-assess- 
ment method. This method merely requires 
ascertaining, from the records of the In- 
ternal Revenue Service, the tax assessment 
for a particular vear. From that the agent 
will compute the income necessary to pro- 
This method is 


described as the 


duce the tax assessment 


nearly always available because while the 
Commissioner destroys certain tax returns 
periodically, he maintains a permanent record, 
usually on pertinent 
ment information relating to the destroyed 
return.” The pertinent data is transmitted 
on Form 899, Certificate of Assessment and 
Payments, and contains such information as 
taxable period, list and year, account num- 


microfilm, of 


assess- 


*® Drieborg v. Commissioner, 55-2 ustc © 9632, 
225 F. (2d) 216 (CA-6) 

*t Cited at footnote 15 

52 In the Feldman case 
taxpayer signed an agreement 
the correctness of the Commissioner's 
tation. 

53 In Vloutis v. U. S., cited at footnote 23 
the microfilm record containing the account 
number of the taxpayer was available back to 
the year 1916. Without the index card contain- 
ing the account number, the assessment infor- 
mation reflected on the microfilm could not be 
located 


cited at footnote 17, 
acknowledging 
compu- 
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Fraud, as defined by law, has such 
a supremely ugly mien because 

it appears in court with a smirk 

of at least temporary success.— 
Edmond Cahn in The Moral Decision. 


ber, amount assessed, amount paid, adjust- 
ment or overassessment.™ 


The tax-assessment method may be illus- 
trated as follows: A taxpayer is known to 
have filed a return in 1945, but the original 
return has been destroyed by the Service. 
The agents know that the taxpayer had two 
surtax exemptions, filed 1040A, and was 
assessed a tax of $367. The amount of the 
assessment was obtained from the microfilm 
records of the Service. From an inspection 
of the tax table (Supplement T), it is ob- 
served that the taxpayer must have had 
adjusted income of from $2,800 to 
$2,825. Suppose that another taxpayer filed 
Form 1040. This taxpayer had two 
surtax exemptions and was assessed a tax 
of $348.50 for 1945. By means of trial and 
error or by equations,” it is possible to cal- 
culate a normal-tax net income of $1,950 
and, consequently, net income of $2,450 (1950 
normal-tax net income plus $500 normal-tax 
exemption). However, in this instance it is 
not possible to determine the adjusted gross 
income without knowing whether the tax- 
payer itemized his deductions or claimed 
the standard deduction. If the taxpayer 
employed the standard deduction, then $2,450 
was 90 per cent of the adjusted gross in- 
come, and the adjusted gross income was 


gre SS 


long 


In any case, the best that can ordinarily 
be computed is adjusted gross income. To 
arrive at income the agents would 
have to know such amounts as trade and 
deductions, reimbursed expenses 
in connection with employment, and losses 
from the sales or exchange of property.” 
But such information ordinarily would be 


gross 


business 





5+ The Vloutis case, cited at footnote 23, seems 
to be the first reported case that specifically 
mentioned Form 899. In Hoyer v. U. S8., 55-1 
ustc § 9518, 223 F. (2d) 134 (CA-8), the govern- 
ment introduced as evidence ‘‘a certified record 
of the income taxes paid by and assessed to the 
defendant for years 1938 to 1948 inclusive.’’ The 
‘certified record’'’ must have been Form 899. 

® Let x equal normal-tax net income 

348.50 = .03x + .20(x — 500) 
1950 = x 

5° The deductions referred to are those men- 
tioned in 1939 Code Sec. 22(n) and 1954 Code 
Sec, 62 
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impossible to obtain for a remote 
Furthermore, the accurate use of the tax- 
assessment method could fail where the 
taxpayer has made use of credits against 
the tax. 


year. 


It is easily observed that the taxpayer's 
cooperation in freely making certain admis- 
sions facilitates the work of the agents. If 
the taxpayer makes admissions that he had 
a certain number of exemptions or that he 
used the standard deduction or that he had 
no deductions against gross income in ar- 
riving at adjusted gross income, he renders 
the government computation that much more 
reliable. The tax-assessment method in de- 
termining income is most commonly used 
in the case of an individual taxpayer with 
no complications in his return and is em- 
ployed in both fraud and nonfraud cases.” 
The weakness of the method is the difficulty 
in determining the deductions to arrive at 
adjusted gross income or net income. Merely 
because a tax assessment for a particular 
year is small is no evidence that the taxpay- 
er’s income was small. As was stated be- 
fore,” the taxpayer may have reported the 
allegedly omitted income but yet have paid 
a small tax because he was entitled to “legit- 
imate offsetting deductions in large amounts,” 
about which the government knows nothing. 


The tax-assessment method has been re- 
sorted to in criminal cases not for the pur- 
pose of determining unreported income for 
an indictment year, but for the purpose of 
establishing the amount of cash on hand as 
of a particular date, normally the beginning 
of the first indictment year.” The govern- 
ment agents study a period of time preced- 
ing the first indictment year and covering 
sometimes 15 and more. Since no 
income tax returns are available for that 
period, the agents refer to the assessment 
record of the taxpayer and compute the 
income he must have realized in order to be 
assessed the tax shown. Taking into con- 
sideration the known resources, if any, at 


(Continued on page 355) 


years 





57 In civil cases, the method was used in Estate 
of John H. Engwall, CCH Dec. 21,512(M), 15 
TCM 29 (1956), to determine beginning cash; in 
Jane R. Ringler, CCH Dec. 21,.659(M), 15 TCM 
396 (1956), to determine deficiencies. See also 
Frank Imburgia, CCH Dec. 20,493, 22 TC 1002 
(1954) 

58 Kenneth P. Steinreich, cited at footnote 15. 

5° See footnote 23. Other criminal cases mak- 
ing use of prior tax history are Holland v. U, S., 
54-2 uste § 9714, 348 U. S. 121 (1954); Leeby v. 
U. 8., 51-2 uste § 9497, 192 F. (2d) 331 (CA-8): 
Lutfy v. U. 8., 56-1 usre § 9338, 230 F. (2d) 643 
(CA-9). In the Holland case, the investigation 
of prior income tax history went back to the 
year 1913. 
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A Tax Credit Anomaly Involving 
Income from a Foreign Subsidiary 


By WALLACE R. BAKER and JOHN F. CREED 


In the circumstances where royalty payments are deductible 

for purposes of taxation in a foreign country, Section 902(d) would seem to provide 
an effective medium for the return of the income 

of a wholly owned subsidiary to its domestic parent at a potentially 

substantial total tax saving. The authors present an illustration of a possible 
method of computing the tax credit under 902(d) and contrast the results 

with those which would follow under the dividend route of Section 902(a). 

Mr. Baker is a member of the firm of Baker, McKenzie & Hightower in Chicago. 

Mr. Creed is an associate in the firm's Washington, D. C. office. 


N 1954, there was added to the foreign 

tax credit sections of the Internal Reve- 
nue Code a new provision, Section 902(d), 
“Special Rules for Certain Wholly-Owned 
Corporations.” The final 
tions under this section were adopted on 
December 2, 1957.’ Broadly stated, Section 
902(d) provides that certain payments made 
to a United States corporation by a wholly 
owned foreign subsidiary as consideration 
for services property furnished to the 
subsidiary will treated in part as divi- 
dends for the purposes of determining the 
parent's credit under Section 
902(a). 


Foreign regula- 


or 
be 
foreign tax 

Section 902(d) represents an extension of 
the foreign tax credit allowed the corpo- 
rate stockholder under earlier provisions of 
Section 902. Thus, an understanding of 
these earlier provisions is basic to an ap- 
preciation of the significance of the new 
section. Under Section 902(a) the foreign 
income, war profits, or excess profits, taxes 
paid by a foreign corporation which 10 
per cent owned by a domestic corporation 
are creditable against the United States tax 
of the domestic corporation in the propor- 
tion which the amount of the dividends it 
receives from the foreign corporation bears 
to the amount of the accumulated profits of 
such foreign corporation. 


is 


1 Regs. Sec. 1.902-2, ‘‘Special rules for pay- 
ments from certain wholly-owned foreign cor- 
porations,"’ T. D. 6275. 


Income from a Foreign Subsidiary 


Section 902(b) allows a credit to a 


corporation 


qo- 


for foreign taxes paid 
by a foreign subsidiary of a foreign corpo 
ration described in Section 902(a), provided 
such foreign corporation owns 50 per cent 


or more of the voting stock of its subsidiary 


mestic 


Section 902(c) defines accumulated profits 
of the foreign corporation as the amount of 
its gains, profits or income in excess ot the 
foreign taxes imposed on or with respect to 
such profits or income. 


Section 902(d) 


This new 
domestic corporation for foreign taxes paid 
by a foreign subsidiary when in fact no 
dividends are paid or declared by the for- 
eign subsidiary, Certain royalties or com- 
pensation received by the domestic corporation 


section permits a credit to a 


from its wholly owned foreign subsidiary 
are, however, considered in part to be divi- 
dends for the purposes of determining the 
parent’s tax Under the 
requirements of this section 

(1) The domestic corporation must 
(directly or indirectly) 100 per cent of the 
outstanding stock of the foreign corporation 


foreign credits 


own 


(2) The foreign corporation must be en- 
gaged in manufacturing, production or min 
Ing. 





CE RSIS ES SE Pa 
(1) Computation under Section 902(d) royalty route. 
(A) Facts: 


(1) A is a domestic corporation and B its wholly owned foreign subsidiary which 
is engaged in manufacturing in country X. 

(2) A and B entered into a contract whereby A agreed for the year 1958 to fur- 
nish technical data to B in consideration of a royalty payment in an amount equal to 
25 per cent of the total profits of B. 

(3) The contract between A and B fully satisfies the requirements of Section 
902(d). 

(4) The total profits of B in 1958, before the payment of the royalty, amount to 
$200,000. 

(5) The royalty payment received by A from B, therefore, amounts to $50,000. 

(6) In fact, the technical data which A furnished B has resulted in no additional 
cost to A. Hence, the full amount of the $50,000 royalty shall be treated as a distribu- 
tion to A. 

(7) The royalty payment is deductible by B for purposes of determining its 
income tax in country X. 

(8) Country X imposes a tax on corporate income at the rate of 52 per cent. 


(B) Computation under Section 902(d): 
(1) Taxable income of B in country X: 
200,000 — $50,000 

(2) Tax imposed on B in country X: 
52 per cent x $150,000 

(3) Tax imposed on A in the United States: 
52 per cent x $50,000 

(4) United States tax credit claimed by A: 

dividend 


$150,000 
78,000 


26,000 


foreign tax credit 


ww, 


Formula *: 
total pre fits 


$ 50,000 


Credit: x $78,000 19,500 
$200,000 

(5) United States tax paid by A: 
$26,000 — 19,500 


(6) Foreign taxes paid 


6,500 
78,000 


United States taxes paid 6,500 


Total taxes paid with respect to $200,000 earned in country X $ 84,500 


* See 
34 TAXES 


Wallace R. Baker, ‘‘Foreign Holding Companies and Foreign Tax Credits,"’ 
746. 749 (November, 1956). 


(3) Pursuant to contractual arrangement, 
the domestic corporation must receive prop- 
erty in the form of a royalty or compensa- 
tion from its foreign subsidiary in exchange 
for services or property furnished the sub- 
sidiary. 

(4) The contract must expressly provide 
that the property received by the domestic 
corporation shall be accepted in lieu of divi- 
dends and that the foreign subsidiary shall 
dividends in any 
such property is 


neither declare nor pay 


which 
paid to its domestic parent. 


calendar year in 


In connection with these requirements, it 
should be noted that under a 1955 revenue 
ruling, the “property” to be received by the 
domestic corporation is deemed to include 
“money.” * Under such broad interpreta- 
tion, it would seem that payments to the do- 
mestic parent in almost 
qualify as “property.” 


any form would 

In cases where Section 902(d) applies, 
the excess of the fair market value of the 
property received by the domestic corpo- 
ration over the cost to it of the property 
or services furnished the foreign subsid- 
iary shall be treated as a_ distribution 





* Rev. Rul. 55-312, 1955-1 CB 80. 
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(11) Computation under Section 902(a) dividend route. 


The $50,000 is returned to A as a dividend rather than a royalty. 


(A) 


(B) Tax imposed on B in country X: 
« $200,000 


52% 


Taxable income of B in country X 


$200,000 


104,000 


(C) Tax imposed on A in United States: 


« $50,000 


52% 


26,000 


(D) United States tax credit claimed by A: 


dividend 
Formula: ———————_- x 
total profits 
$ 50,000 
Credit: ——————- x 
$200,000 
(E) United States tax paid by A: 
$26,000 — 26,000 


(F) Foreign taxes paid 
United States taxes paid 


Total taxes with respect to $200,000 earned in country X 


(111) Comparison of results. 


Total taxes paid under 902(d) royalty route, see (I)(A)(6) 
Total taxes paid under 902(a) dividend route, see (II)(F) 
Over-all tax saving by paying royalty rather than dividend 


of property to the domestic corporation. 
And the basis of property so received by 
the domestic corporation shall be the fair 
market value of such property. 

The tax and business implications 
Section 902(d) are perhaps best reflected by 
illustrating a possible method of computing 
the tax credit under that section and by 
contrasting the results therefrom with those 
which would follow under the dividend 
route of Section 902(a). 


ot 


From the computations at the top of these 
seen that under cer 
circumstances a substantial total 
saving can be effected through a Section 
902(d) arrangement. Again, the 
is advanced as a possible method of com- 
puting the credit under Section 902(d). Un- 
fortunately, in neither the section itself nor 
in the regulations thereunder is there pro- 
vided a complete guide to the computation. 
The question arises as to whether the de 
ductible royalty should included in the 
term “total profits” in denominator of 


the following formula: 


two pages, it can be 


tain tax 


example 


be 
the 


dividend 
foreign tax 


total profits 


tax credit 


It was so included in the computation for 
the reason that its exclusion would result in an 


Income from a Foreign Subsidiary 


foreign tax 


$104,000 


crec lit 
26,000 


0 


104,000 
0 


$104,000 


$ 84,500 
$104,000 
$ 19,500 


even greater disparity in the total taxes 
paid under the royalty and dividend routes 
Moreover, since the royalty is treated as a 
distribution by the Code, it would seem to 
constitute a the “total profits” 
of the subsidiary in computing the parent’s 
tax credit under the Code 


pe yrrtion ot 


It is emphasized that a tax saving ensues 
only when a portion, and not the whole, of 
the profits of the foreign subsidiary 
returned to the domestic parent in the form 
of a royalty. Were the entire profit 
returned, under the given situation in w 
royalty payments are deductible for the 
purposes of income taxation in the 
country, there would remain no taxable in- 
come in such foreign country. This would 
mean, of course, that there 
foreign tax on which the domestic 
could predicate a foreign tax and 
the parent would pay a United States tax 
in the full amount of 52 per dis- 
tribution received from foreign subsi- 
diary. The total taxes paid in this situation 
correspond exactly to total taxes paid when 
the entire profits of the subsidiary are re- 
turned to its domestic parent in the form of 
dividends. It should also be noted that the 
use of a 902(d) payment tax 
saving only when the foreign tax rate rises 
above 26 per cent 


are 


SO 


ich 


foreign 


would be no 


parent 


credit, 


cent of the 


Its 


results in a 
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This article is based on a speech 
which Mr. Baker delivered before the 
Chicago Tax Club last November. 


The result under Section 902(d) is said to 
be anomalous only in the circumstances in 
which the royalty is deductible for the pur- 
poses of determining the subsidiary’s tax- 
able income in the foreign country. In 
effect, the domestic corporation is permit- 
ted a foreign tax credit on income which 
was not in fact subjected to a foreign tax. 
And it is this fact, of which ac- 
counts for total tax saving under the roy- 
alty route. 


course, 


No anomaly results when the royalty 
payment is taxable as income to the sub- 
sidiary by the foreign country. The United 
States tax credit of the domestic parent on 
such income and the total taxes paid will 
correspond exactly to the tax credit and 
total taxes paid when the income is re- 
turned to the parent in the form of dividends. 

Perhaps logically the tax credit should 
apply only when the royalty is nondeduct- 
ible in income taxation of the foreign 
country. Nowhere in the meager legisla- 
tive history of Section 902(d) is it intimated 
that this question was even considered by 
the Congress. But Congress cannot rea- 
sonably be said to be unaware of the well- 
known fact that most foreign countries 
treat royalties as deductible. In light of 
this fact and in the absence of any language 
in Section 902(d) restricting the credit to 
the nondeductible situation, it must be pre- 
sumed that Congress intended the credit 
to apply to both situations. 


Practical Consideration 


Section 902(d) provides a valuable method 
of returning the income of a foreign sub- 
sidiary to its domestic parent. This method 
would seem to have limited application, 
however, to the situation in which the 
domestic corporation wishes to reinvest the 
income abroad. More advantageous for 
this purpose would be the establishment of 
an intermediate foreign corporation to which 
the subsidiary would make dividend and/or 


royalty payments. Services or property 
could be furnished the intermediate cor- 
poration by the domestic corporation in 
exchange for stock in the intermediate cor- 
poration. These services or property would 
then be transferred to the foreign subsi- 
diary, which in turn would make payments 
of royalties and/or dividends to the inter- 
mediate corporation. 

For example, an intermediate Swiss cor- 
poration could be formed which would 
receive royalties and/or dividends from sub- 
sidiaries operating in certain countries 
which have tax treaties with Switzerland 
This arrangement would result in a tax sav- 
ing in these countries and the income pro- 
vided the Swiss corporation could be utilized 
abroad relatively free of tax. This plan 
would seem to be obviously preferable to 
the return of income to the domestic cor- 
poration, thereby subjecting it to United 
States tax, and the subsequent reinvestment 
of such income abroad. 


Conclusion 


In the circumstances where royalty pay- 
ments are deductible for purposes of taxa- 
tion in the foreign country, Section 902(d) 
would seem to provide an effective medium 
for the return of the income of a wholly 
owned subsidiary to its domestic parent at 
a potentially substantial total tax saving. 
This result can be said to be anomalous for 
the reason that it arises from the operation 
of the Section 902(d) tax credit accorded 
the domestic parent on income which was 
not in fact subjected to a foreign tax. How- 
ever, it must be presumed that Congress 
intended the tax credit to apply to both 
deductible and nondeductible situations. 

Section 902(d) would appear to have 
limited application in the situation in which 
the domestic corporation plans to use the 
distribution from its subsidiary for reinvest- 
ment abroad. For this purpose, the estab- 
lishment and operation of an intermediate 
foreign corporation might offer greater ad- 
vantages. Each case must be examined on 
its individual facts, with consideration given 
to all possible methods of routing the for 


eign income. [The End] 


We have no desire to tell taxpayers how to spend their money, but the law does 
not permit expenses to be deducted for tax purposes without proper 
justification. So our policy is to scrutinize expense accounts for abuses.— 

From an address by Fred C. Scribner, Jr., Under Secretary of the Treasury. 


*’ But see Argentina, Art. 69, Ley No. 11,682 
(Impuesto a los Reditos) 1947, under which a 
Sec, 902(d) royalty might be nondeductible. 
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Voluntary Payments 
to an Employees Widow 


By REINHOLD GROH 


The Commissioner's attitude toward voluntary payments to the widow 

of a deceased employee is uncompromising: They're all subject to income tax. 
The widows, on the other hand, have found that the courts do have hearts 
and have held that such payments are gifts and specifically excludable by law. 
The question revolves around whether these payments are in fact gifts or 
compensation for past services. This article is reprinted 

from the Winter, 1957-1958 issue of the Illinois Certified Public Accountant. 


\ IDOWS of employees upon whom 
gratuities have been bestowed by the 
deceased’s employer have been battling the 
Commissioner of Internal Revenue since 
1949 (Louise K. Aprill, CCH Dee. 17,275, 
13 TC 707 (1949)), and although the Com- 
has been hasn't 
thrown in the towel by an acquiescence to 


missioner defeated, he 
any of the decisions rendered on cases in- 
volving such payments received after Janu- 
ary 1, 1951. (He recently withdrew his 
acquiescence and substituted his nonacqui- 
escence to the Aprill case. This might in- 
dicate that the Commissioner is attempting 
to strengthen his position relative to the 
excess over $5,000 of gratuitous payments 
made to widows of employees under the 
1954 Code.) 


In Louise K. Aprill, and again in Alice M 
MacFarlane, CCH Dec. 19,235, 19 TC 9, 
the payments, which were held to be tax 
free, were received by the widows prior to 
January 1, 1951, and in order to be 
sistent with his 1950 ruling that all such 
payments received after January 1, 1951, 
would be taxable (1. T. 4027, 1950-2 CB 9), 
the Commissioner acquiesced to the court’s 
However, the 


con- 


decisions in these two cases 
Commissioner has failed to acquiesce to any 
such decision in involving such pay- 
ments received by the widow after January 


1, 1951. 


cases 


These battles, which have become more 
frequent in the last two years, have all been 
over the question of taxability of voluntary 


Payments to Employee’s Widow 


payments made to the widows by the em- 
their deceased The 
Commissioner has been contending that the 
payments to the widows were for past serv- 


ployers ot husbands. 


ices of the deceased employee and, as such, 
are includable in income of the re- 
cipient (1. T. 4027, 1950-2 CB 9). The 
widows, on the other been 
contending that such payments 
are gifts from the employers and, as such, 


erToss 
hand, have 
voluntary 


are specifically excludable from gross in- 
come under 22(b)(3) of the 1939 
Internal 102 ot 
the 1954 where 
applicable. 


Section 
Section 
Code, 


Revenue Code or 


Internal Revenue 


History of Question 


The question of taxability of voluntary 
payments by employers to widows of de- 
ceased employees has been bobbing up ever 
since the income tax No problem, 
however, existed in earlier years since the 
Department, in years prior to 
1949, ruled that such payments were gifts 
or gratuities and, although deductible by 
the payer, were not subject to federal in- 


began 


Treasury 


come tax in the hands of the recipient. The 
first such ruling (T. D. 2090) was issued in 
1914. In 1921, this 1914 ruling was reaftirmed 
by O. D. 1017, 5 CB 101, and again, in 
1939, by I. T. 3329, 1939-2 CB 153, at which 
time the Commissioner very clearly stated 

“When an allowance is paid by an or- 
ganization to which the recipient has rendered 


amount is to be a 
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Mr. Groh is a Chicago CPA 
and a partner in the firm 
of Groh, Gough & Company. 


gift or gratuity and is not subject to Fed- 
eral income tax in the hands of the recipient.” 


And 
which led up to the subsequent battles be- 
tween the and the 
Employers began to rely on the unequivocal 
language of I. T. 3329 and provided for 
voluntary payments to widows of employees 
form of recognition of 


here is where the incidents began 


widows Commissioner. 


in the gratuities in 
the past services rendered by the deceased 


employees. 
Although the 
had provided 


Article 32) that 
awarded by 


Commissioner’s regulations 
since 1920 (Regulations 45, 
“however, so-called pen- 
sions one to whom no services 
have been rendered are mere gifts or gratul- 
ties and are not taxable,” I. T. 3329 had a 
different and more liberal connotation in 
that it ruled that such payments would be 
nontaxable to the recipient if the recipient 
had rendered no services to the payer 


1. T. 4027 


Because of the subsequent widespread use 
of such tax-free payments to widows of de- 
ceased employees, the Commissioner in 1950 
issued I. T. 4027, 1950-2 CB 9, which reads: 


“It is the 
irrespective of a 


position of the Bureau that 
‘plan’, voluntary or in- 
voluntary, definite or indefinite, payments 
of the type herein considered constitute 
taxable income, and it is held that payments 
made by an employer to the widow of a 
deceased officer or employee, in considera- 
tion of services rendered by the officer or 
employee, are includible in the gross in- 
come of the widow for Federal income tax 
purposes.” (Applicable to payments received 
after January 1, 1951.) 


Thus the Commissioner, by issuing I. T. 
4027, intended to reverse his position en- 
tirely and subject to tax the gratuitous pay- 
ments received after January 1, 1951, by 
widows of deceased employees. The courts, 
however, have not agreed with the Com- 
missioner and have rather consistently held 
for the widows. An analysis of substantially 
all of the pertinent cases since the issuance 
of I. T. 4027 in 1950 that the 
courts completely ignored this ruling until 
1955 in Estate of Arthur WH’. Hellstrom, 
CCH Dec. 21,191, 24 TC 916, wherein the 
Tax Court completely rejected I. T. 4027 
when it 
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disclosed 


said: 


“We think the result reached herein is 
amply supported by our previous holdings 
in Loutse K. Aprill and Alice M 
MacFarlane The respondent argues 
that the above-cited cases are not control- 
ling here because decided prior to his pro- 
mulgation of I. T. 4027 We, however, 
do not ascribe the far-reaching effect to 
that ruling which he does. We understand 
his ruling to mean that if the amounts paid 
to a deceased employee's widow were not 
a gift, but payment for his past 
services, they constitute ordinary income to 
the widow. The respondent, obviously, can- 
not by administrative ruling tax as ordinary 
income a payment which the payor made 
and intended as a gift.” 


were 


Fisher v. U. S. 


In the same year I. T. 4027 was again re- 
ferred to, but this time under different 
circumstances. In Fisher v. U. S., 55-1 uste 
7 9326, 129 F. Supp. 759 (DC Mass.), an 
employer had pay $8,000 as 
retirement compensation, in 12 monthly install- 
ments of $666.66 each, to a retiring 
ployee. Approximately seven months after 
his retirement, the employee died, at which 
time the employer had paid him only 
$4,666.62 of the $8,000 promised. After the 
emplovee’s death, the employer voted to 
pay the balance of the $8,000, or $3,333.36, 
to the widow of the employee. The widow 
treated the total of the payments made to 
her as a gift, and when the Commissioner 
assessed additional tax on the theory that 
the payments should have been included in 
income, she paid the tax and sued for a 
refund. 


agreed to 


em- 


The court, in deciding that the payments 
were additional compensation, held as follows: 

“Plaintiff relies on J. T. 3329, 1939-2 Cum 
Bull. 153 [1939 CCH 46538], as holding 
that ‘When an allowance is 
organization to which the 


paid by an 
recipient has 
rendered no service, the amount is deemed 
to be a gift or gratuity and is not subject 
to Federal income tax in the hands of the 
recipient’. This was modified in 1950, how- 
ever, by J. T. 4027, 1950-2 Cum, Bull. 9 
{1950 CCH § 6208], which provides that the 
essential factor is not whether services were 
rendered by the recipient but whether serv- 
ices were rendered to the employer. So 
far as J. T 


be compensation if made in consideration 


1027 holds that payments may 


of services to the payor, even though these 
someone other 
than the recipient, it is merely declaratory 


services were rendered by 
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of existing law. Bausch’s Estate v. Com- 
missioner of Internal Revenue [51-1 ustc 
{ 9146, 186 F. (2d) 313]; Varnedoe v. Allen, 
158 Fed. (2d) 467 [46-2 uste {§ 9395]. 
Plaintiff seems to interpret 7. 7. 4027 as 
holding that such payments are necessarily 
compensation and not gifts, regardless of 
the employer’s intention, and argues that 
it is to that extent invalid. 
sary 


It is not neces- 
to pass on this contention, since the 
finding here is that the Association intended 
the payments to Mrs. 
sation and not as a gift. 


“Plaintiff also on the 
Hahn v. Commissioner of Internal Revenue, 
13 T. C. M, 308, CCH Dec. 20,249(M); 
VacFarlane v. Commissioner of Internal Reve 
nue. . . 3; and Aprill v. Commisstoner of 
Internal Revenue All three of these, 
of course, rest upon findings based on the 
In both Aprill and Mac- 
Farlane there was an express finding that 
the directors in voting the payments acted 
in reliance on J. T. 3329, . and intended 
to make payments which under that ruling 
would be tax free to the recipient. The 
Hahn more parallel the 
present There is, however, a signifi- 
cant distinction. In Hahn the employee con- 
tinued to work for the employer until his 
death, and the payments made to the widow 
were then considered for the first time. 
Here Fisher had retired and the Associa- 
tion had voted to pay him a definite sum 
over the course of a year as compensation. 
When he died within the year, it was 
simply voted to pay the unpaid balance of 
that compensation to his widow.” 


Fisher as compen- 


relies cases of 


facts of each case 


facts in closely 


case. 


|. T. 4027 Rejected 
in Rodner v. U. S. 


The only other mention of I. T. 
a similar issue was in Rodner v 


4027 
5 es . 54 
ustc J 9392, 149 F. Supp. 233 (DC N. Y.), 
wherein the district court also completely 


1 


rejected I. T. 4027 by citing it and saying 
in respect thereto: 


“T take it that this means that, even 
though the transfers to the widow are ‘gifts 
in recognition of’ rather than ‘payments for’ 
former services, to use the language used 
in a somewhat different connection § in 
Bogardus v. Commisstoner, 302 U.S. 34 [37-2 
ustc § 9534], . . . the amounts 
constitute taxable income. As 
cated, I disagree.” 


thereof 


above indl- 


4027 has 
intended 
voluntary 


Thus it is apparent that I. T. 
not achieved the Commissioner’s 
purpose in attempting to tax 


Payments to Employee’s Widow 


gratuities paid to widows of deceased 


employees. 


Analysis of Cases 


In order to determine a pattern or simi- 
larity in the various cases reviewed in this 
study, the columnar table 
this article was prepared. 
339.) This table contains only 
which the payments to the widow were held 
to be gifts. 


accompanying 
(See pages 338- 


cases in 


In those cases which held otherwise, 
the payments were considered as not being 
entirely voluntary, and for this reason they 


are not included in the schedule. 


From this analysis the following signifi 
cant facts were determined 


(1) Commissioner’s failure to acquiesce. 
(See footnote 7 to the table.)—In_ the 
various examined in which the pay- 
ments were received after January 1, 1951, 
all those that voluntary 
payments with no previous plan, contract 
or agreement and where the widow rendered 
no services, the Tax Court and district 
courts in five different districts held 
payments to be gifts. However, the Com- 
missioner has not acquiesced. This 
litigation 
and the 
resulted 


cases 


were strictly on 


such 


failure 


undue 


to acquiesce has caused 
expense to both the government 
taxpayers, and undoubtedly has 
in taxation of 
wherever the taxpayer 
to contest the 
where the amount involved did not warrant 
litigation. 


such gratuitous payments 


widow was too meek 


Commissioner’s action ot 


(2) To whom payments made.—Payments 
were made direct to widows except in one 
case, Lstate of Frank J. Foote, CCH Dee 
22,406, 28 TC 58. In this case the court 
noted, however, that the employer’s reason 
for making payment to the estate rather 
than to the widow that in this way 


the deceased's 


Was 
the intended beneficiaries of 
bounty would share in the payment in the 
proportion as desired by the 
employee. 


decease d 


It is notable that the courts, almost with 
out exception, stressed as one of their rea 
sons for considering the 
gifts that the payments were made to the 
widow and not to the estate of the emplovee 


payments to be 


(3) Amount of payment.—The amount of 
the payments didn’t 
courts any concern, as no special 
cance seemed to be placed 
far as the tax treatment to 
was concerned. 


seem to cause the 
signifi 
thereon in so 
the recipient 
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(4) Relationship of amount of payment 
to employee’s salary.—In those instances 
where the amount of the employee's salary 
was disclosed, the relationship of the amount 
of the payments to the employee’s annual 
salary ranged from a low of three months’ 
salary to a high of three years’ salary. 
But see footnote 6 to the table. 


(5) Significance of deduction taken by 
employer.—Although mention was made in 
all but three of the cases of the fact that 
the employer deducted the amount of the 
payments as business expense, no signifi- 
cance seemed to be placed thereon. In fact, 
in Estate of Arthur W. Hellstrom, cited 
above, the court said: 


“In view of the other 
record, we attach no particular significance 
to the fact that the corporation claimed de- 
returns for the amount 
paid to petitioner. Nor do we attach any 
significance to the fact that the amount 
paid to her was the amount of salary 
her husband would have drawn had he lived 
Alice M. MacFarlane Gifts to widows 


evidence in the 


ductions on its 


of deceased employees are frequently de- 
termined by the amount of salary which 
the employee drew or would have drawn.” 


The Commissioner’s regulations have con- 
sistently, since Regulations 45 under the 
1918 act and up to and including Regu- 
lations 118, Sec. 39.23(a)-9, provided as 
follows: 


“When the amount of the salary of an 
officer or employee is paid for a limited 
period after his death to his widow or heirs, 
in recognition of the services rendered by 
the individual, such payments may _ be 
deducted.” 


This provision has been omitted com- 
pletely from the “proposed” regulations 
under the 1954 Code, Regulations Section 
1.162-10 relating to trade or business ex- 
penses under Section 162 of the 1954 Code. 
The Commissioner, however, in Rev, Rul. 
54-625, 1954-2 CB 85, and Rev. Rul. 55-212, 
1955-1 CB 299, has specifically ruled that 
payments to widows of deceased employees 
are proper deductions. 

“Where a corporation on the accrual 
basis of accounting obliges itself to pay 
to the widow of a deceased employee, in 
periodic installments over a period of years, 
an amount representing reasonable com- 
pensation to the deceased employee in 
recognition of past services rendered by 
such employee, such amount is generally 
deductible as a business expense for 
the year in which such liability is incurred. 
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However, where such payments are con- 
tingent upon the widow remaining alive 
and unmarried, the corporation may deduct 
in each year only those amounts which are 
actually paid during the year to the widow 
under the plan.” Rev. Rul. 54-625, 1954-2 
CB 85. 

The above ruling was modified: 

“Regardless of whether an employer obli- 
gates himself to pay a pension to the 
widow of a deceased employee over a period 
whether such payments are 
contingent upon some future happening, the 
employer may deduct in each taxable year, 

only those amounts which are actually 
paid during the year, subject to the tests 
of reasonableness.” Rev. Rul. 55-212, 1955-1 
CB 299, 

Deductibility under the 1954 Code, how- 
ever, will be determined under Regulations 
Section 1.404(a)-12, relating to contribu- 
tions to employee deferred-compensation 
plans, wherein it is provided: 


ot years or 


“Similarly, if amounts are paid as a death 
benefit to the beneficiaries of an employee 
(for example, by continuing his salary for 
a reasonable period), and if such amounts 
meet the requirements of section 162 or 212, 
such amounts are deductible under section 
404(a)(5) in any case when they are not 
deductible under the other paragraphs of 
section 404(a).” 


(6) Payments voluntarily made.—In de- 
termining that the payments were gifts, the 
courts seemed to place great importance 
on the fact that the payments were volun- 
tarily made and were not pursuant to a 
contract, plan or agreement. 

In several cases where the employer had 
made gratuitous payments to the widows 
of several deceased employees, the Commis- 
sioner contended that a custom 
established and, therefore, the payments 
were taxable because the employee pre- 
sumably considered the possibility of such 
payments in accepting employment. How- 
ever, in one such Ruth Hahn, cited 
above, the court said: 


had been 


case, 


“The respondent makes the further ar- 
gument, though not very strenuously, that 
since the corporation made similar pay- 
ments to the widows of other management 
employees, it thereby established a policy 
of such payments. Once such a policy is 
established, the argument goes, a payment 
may be more readily considered a part of 
the employee’s compensation, since being 
aware of the corporation’s policy the em- 
ployee, while working, would consider such 
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a payment to his widow one of his employ- 
ment benefits. The payment here was made 
in 1951. Two payments prior to this were 
made in 1943 and 1945, and one subsequent 
in 1952. We do not think that these three 
payments, without more, may be considered 
as establishing a policy of the corporation. 
And even if they be so considered, we are 
not at all certain what policy they would 
establish: one of gift-making or of paying 
added compensation.” 


(7) Corporate resolution—-Although the 
corporate resolutions were cited, where 
such resolutions existed, the courts seemed 
to refer thereto more for the purpose of 
determining the intent for voting such pay- 
ments than to the phraseology. In fact, 
“intent” seemed to be the deciding factor. 
In Estate of Arthur W. Hellstrom, 
above, the court said: 


cited 


“We think it makes little difference how 
the corporation formally expresses its mo 
tives for the payment. Where such payment 
is a gift, as the whole record here estab 
lishes the payments in question were, it 
remains a gift regardless of the fact that 
the corporation may state its reasons for 
making the payment were ‘because of’ or 
‘in recognition of’ or ‘in consideration of’ 
the services of the deceased employ ee. This 
seems to us the only sensible construction 
of the Supreme Court’s language in Bogardus 
v. Commissioner wherein tt said that 
a gift is none the less a gift because inspired 
by gratitude for past faithful . 
(Italics supplied.) 


SEVVICES 


(8) Stockholdings by employee and/or 
widow.—Although in some of the cases the 
shareholding of the employee 
and/or his widow were referred to, no great 
significance seemed to be placed thereon. 
In fact, in five of the cases analyzed, no 
reference was made thereto. In those cases 
where it was mentioned, the fact that the 
deceased employee had held a controlling 
interest of the corporation or that his 
widow fell heir to such shares did not 
prevent the court from deciding that the 
payments to the widow were gifts. 


deceased 


“The only circumstance that gives us 
pause is the fact that petitioner and her 
daughter together owned a controlling stock 
interest in the Company and respondent 
brief that the payments 
nature of a distribution of 
We think this sugges- 
tion is negatived by the facts of record. 
Dividends were paid when warranted by 
earnings, and in substantial amounts. There 


has suggested on 
were in the 
corporate earnings. 
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Taxes are what we pay for civilized 
society.—Oliver Wendell Holmes. 


evidence to show that mother and 
daughter took concerted action with respect 
to the payments and so far as the record 
goes, petitioner did not participate in any 
of the corporate action pursuant to which 
the payments were made. 


IS no 


“Our conclusion that the 1951 payments 
were gifts, and so not includible in gross 
income is based on all of the facts of record.’ 
(Marie G. Haskell, CCH Dec. 21,133(M), 
14 TCM 788.) 

(9) Services rendered by widow.—A de- 
ciding factor in almost every case was that 
the widow had rendered no services or was 
not expected or required to render any 
services in consideration for the payments, 
although in two served 
as an employee without compensation, and 
director in 

(10) Employee’s services fully compen- 
sated.—Great weight was placed in every 
case on the fact that the 
employee’s services had been fully compen- 


cases the widow 


as a several other cases. 


deceased 


sated, either before his death or by pay- 
ment of any unpaid balance to his estate. 
(11) Commissioner’s contention.— The 
Commissioner’s argument or defense could 
not be determined in the majority of the 
except that he contended that the 
payments were taxable to the widow. 


cases, 


In those cases, however, where there was 
no other specific contention, such as that 
the payments were dividends, 
could be drawn that the Commissioner 
claimed the payments to be additional 
compensation for past services rendered by 


inference 


the deceased employee. 

(12) Courts’ conclusion of law.—In every 
case listed on the table, the courts held that 
the payments were gifts and therefore ex 
cludable from taxable income as provided 
in Section 22(b)(3) of the 1939 Code for 
taxable years prior to 1954, and Section 102 
of the 1954 Code for the taxable year 1954 
None of the involved a after 
1954. 

(13) Taxable years involved.—The cases 
studied involved taxable from 1948 
through 1954, but none of the em- 
ployees had died after August 16, 1954, 
no decisions were rendered under Section 
101(b) of the 1954 Code. 

In summarizing the facts which the various 
courts took into consideration in determin- 

(Continued on page 340) 
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cases year 


years 
since 
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(Continued from page 337) 


ing that payments to widows of deceased 
employees were gifts rather than taxable 
income, a statement made by the court in 
Estate of Arthur Il’, Hellstrom, cited above, 
is quite inclusive. This statement was cited 
in various of the 
follows: 


“We think the 


which establish the payment in question as 


cases analyzed and is as 


controlling facts here 
a gift are that the payment was made to 
petitioner and not to her husband's estate; 
that there was no obligation on the part of 
the corporation to pay any additional 
compensation to petitioner’s husband; it 
derived benefit from the payment; peti- 
tioner performed no services for the corpora 


no 


tion and, as heretofore noted, those of her 
husband had been fully compensated for. 
We think the principal motive of the corpo- 
ration in the payment its de 


sire to do an act of kindness for petitioner, 


making was 
The payment, therefore, was a gift to her 


and not taxable income.” 


Although the statute of limitations has 
generally run on taxable years through De 
cember 31, 1953, in certain cases some of 

might still be and ac- 
a gift to a widow was included 
for any of such open 
for refund could be filed to 
the tax paid thereon. 


these years open, 
cordingly it 
in income 


claim 


years, a 
recover 


The statute has not yet run on the year 
1954, and since the 1939 Code is applicable 
to any death benefits paid by reason of the 
death of an employee who died 
before August 16, 1954, the tax treatment 
of such death benefits will be decided under 
the 1939 Code. Accordingly, if a widow has 
paid a tax on such payments received from 
her deceased husband’s employer by reason 
of his death on or before August 16, 1954, a 
claim for refund should be filed in order 
to recover the tax paid. Even though these 
payments were received in taxable years 
after 1954, the 1939 Code still applies, and 
in view of the court decisions on such pay- 


on or 


ments to deceased employees’ widows un- 
der the 1939 Code, any taxes applicable to 


Contract required 


Maximum exclusion 


May, 1958 @ 


1954 Code 
Sec. 101(b) 


No 


$5,000 per employee 


such payment for such years might possibly 
be Time, of course, is running 
short for the filing of timely claims. 


rece vered. 


Tax Treatment Under 1954 Code 


Section 101(b) of the 1954 Code provides 
for the exclusion from gross income by the 
payments, not in 
$5,000, received from a deceased employee's 
employer by reason of the death of the 
employee. 


recipient of excess ot 


This exclusion does not apply, 
however, to payments to which the employee 
possessed a nonforfeitable right at the time 
of his death, except for lump-sum payments 
received from a “qualified” profit-sharing, 
pension or other similar plan paid within 
one taxable year of the recipient. Then, 
up to $5,000 is excludable and the balance 
taxable at capital gain rates (Code Section 
101(b)(2)(B)). Neither the 
apply to amounts received 

joint and survivor annuity 
annuity 


exclu- 
under a 
contract if the 
the 
the em- 
ployee was the primary annuitant (Code 
Section 101(b)(2)(C)). The exclusion of 
up to $5,000 does, however, apply to an an 
nuity not a joint and survivor 
annuity, but only to that portion of the 
value thereof which is in excess of the de- 


does 
sion 
date before 
death of the employee and where 


starting occurs 


which is 


ceased employee's nonforfeitable rights at 
the time of his death. The amount of such 
exclusion will be considered as the cost of 
the annuity in computing 
the annuity payments to 
income by the (Code Section 
101(b)(2)(D)). For a rather detailed dis- 
cussion and examples of the provisions of 
1954 Code Section 101(b), Proposed 
Regulations Sections 1.101-2 and 1.101-3. 

Section 22(b)(1) of the 1939 Code pro 
vided for a similar $5,000 exclusion of pay- 
the 
beneficiaries of an employee by reason of 
the death of the employee, but only if 
the payments received were pursuant to a 
contract. 


the portion of 
be included in 
recipient 


see 


ments received from an employer by 


The significant differences between 1954 
Code Section 101(b) and 1939 Code Section 
22(b)(1) are: 


1939 Code 
Sec. 22(b) (1) 
Yes 

$5,000 per employer (thus, 
if the employee had more 
than one employer, the 
beneficiaries could collec- 
tively receive $5,000 tax 
free from each employer ) 
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The most significant provision ot 1954 
Code Section 101(b) is that it provides for 
an exclusion income of volun- 
tary employee death benefits of up to but 
not in $5,000. Thus, it would 
appear that all voluntary payments in excess 
of $5,000 


Irom 


eToss 
excess of 
made by an employer to the 
widow of an 


death of the 
be taxable 


employee, by reason of the 


emplovee, would henceforth 
widow if the 
1954, the 


But it 


income to the 
employee died after August 16, 
late of the 1954 Code. 
hardly probable that Congress in 
tended that such treatment be afforded to 
voluntary employer death benefits paid to 


effective 


seems 


an employee's widow, as such an intention 
would completely 
of the 


contrary 


disregard the unanimity 
court 
Especially is 


decisions to the 
this 
one analyzes the 
on recommended changes to be made by 
Section 101(b) of the 1954 Code in the 
report of the Congressional Committee on 
Ways and Means on H. R, 8300, Eighty 
third Congress, Second Session, House Re 
port 1337, page 14 
is that the 
such 


numerous 
construction 


improbable it explanation 


The tenor of this report 
intention liberalize the 

payments and not t 
to tax those payments which had heretofore 
been held to be 


was to 


law on o subject 


nontaxable gifts 


Report of Ways and Means Committee 
“Employee death benefits (sec. 101) 


“Present law provides 
of up to $5,000 for 


a spe cial exclu 
payments by an 
plover to beneficiaries of a deceased 
plovec | however, 


nade r ¢ xisting law, 


available only where the 
ployer is under a contractual obligation to 
death benefits. Moreover 


law has been interpreted to the effect that 


exclusion is 


pay the present 


this available where an 


employee has a nonforfeitable right to the 


exclusion is not 


benefit before death 


“Restricting the to benefits 


paid unde r 


exemption 
a contract discriminates against 
those who receive benefits where this con 
tractual obligation does not exist. To avoid 
this problem your committee’s bill extends 
this to death ts whether or 


The bill 
exclusion to apply to distribu 


ieaad ad 
exclusion benef 


under a also 


extends the 


not paid contract 


tions under a qualified employee's profit 
sharing plan, whether or not the emplovee 
right to the 


where the 


had a nonforfeitable amount 


while living, distributions are 
made by f the death of the emplovec 
and made within 1 


decedent’s death. 


reason 


taxable vear after the 


Payments to Employee's Widow 


“The $5,000 limit on the exclusion under 
applies to payments with re- 
This limitation 


present law 
spect to any one employer. 
can be avoided by arranging to have two 
or more employers each pay $5,000 of death 
benefits. Your committee’s bill removes 
this avoidance device by limiting 


clusion to $5,000 with respect to the 


this ex- 
death 


” 


ot any employee. 


It will be noted that 
explanation pertaining to the recommended 


nowhere in the 


refer to the 
$5,000 


committee 
tax treatment of the 


changes does the 


excess over 
of voluntary payments made to the deceased 
employee’s beneficiary. Its very silence as 


to such excess can have only one accepta- 


tion and that is that it intended that no 
status of 
payments in 
widow of a 


change be made in the tax-free 


an employer’s voluntary any 


amount to the deceased em- 


ployee. Surely, from the preceding analysis 
under the 

it is apparent that the tax treat 
ment applicable to j 
$5.000 is 


cases m this subject 


payments in excess of 
important than the 
first $5,000 of such 


much more 
treatment of only the 


payments 


Since such payments to employees’ widows 
held to be 
and not income 
would not imply that 
as ignorant of such tax treatment afforded 
in unanimity by the courts, it would appear 
that if intended such a 
change it would have 


specifically provided 
that 
but by its leg 


have been quite consistently 
] 


tax, and 
Congress 


subject to 


gitts 


surely one 


Congress drastic 


gifts at all, 
vas granting 


such payments were not 


islative powers it 


an exclusion to the first $5,000 thereof 


Cheretore, it 1s conce ivable that if ¢ onegress 
had intended that a change was to be made 
in the 
payments to an em] 
| 


income tax it of voluntary 
it would 
ave provided for the taxability thereof by 
pecifically including reference to the ex 


cess of over $5,000 of such payments in 
Part II of 
the 1954 Code 


“Items Specifically Included in 


Subchi vf Chapter 1 of 


entitled 


section 1s 


Gross Income 


Committee's Intentions 


writer's opinion th; 


It is this 
Wavs and Means Committee of the 


Eighty 
iird Congress intended to accomplish the 
following by changes to 


1954 Code 


its recommended 


be made by Section 101(b) of the 


that 
against noncontractual employee death 
benefits paid to the estate of the 


(1) To eliminate the discrimination 


tad 
existed 


deceased 
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employee which were heretofore considered 
as taxable. 

(2) To extend the $5,000 exclusion to 
“lump sum” payments from a “qualified” 
profit-sharing, pension or other plan in 
which the employee possessed a nonfor- 
feitable right at his death, also considered 
as taxable heretofore. 

(3) To eliminate the loophole under con- 
tractual payments available to employees 
who worked for more than one employer 
by arranging for such contractual death 
benefits with each employer, thus dis- 
criminating against those employees who 
could not effect such arrangements. 


Rodner Case and Effect of 1954 Code 


Although at this writing no court deci- 
sion has been rendered on a case involving 
an employer's voluntary payments to an 
employee’s widow under the 1954 Code, 
in Rodner v. U. S., cited above, involving such 
payments under the 1939 Code, the opinion 
as to the effect of the 1954 Code on such 
payments, is as follows: 


“The Internal Revenue Code of 1954 (not 
applicable here) changed this. Section 101 
(b), 68A Stat. 26, . eliminates the pro- 


visions limiting to contractual death benefits 
the application of the $5,000 exemption. 


To me the effect of this would seem to be 
to withdraw the complete exemption that 
gratuitous death benefits had enjoyed and 
to substitute an exemption up to $5,000. 
In the complete revision effected by the 
1954 Code the general language exempting 
gifts is controlled by the particular lan- 
guage of section 101(b) limiting the exemp- 
tion of death benefits to $5,000. Gifts in 
general are exempt but gifts in the form 
of death benefits are taxable insofar as 
they exceed $5,000. 


“That does not seem to have been the 
view of the Senate Committee on Finance 
of a subsequent Congress, however. In the 
Report referred to, p. 14, the Committee 
deals with this very change and says “The 
exclusion is made available regardless of 
whether the employer has a contractual 
obligation to pay the death benefits.’ That 
language is certainly that of someone who 
thinks that the new provision extends a 
boon instead of a burden to the recipients 
of gratuitous death benefits. With the 
utmost respect, I believe that the Com- 
mittee’s view of the prior law was a mis- 
interpretation. Even if the Congress itself 
were to solemnly declare the meaning of 
legislation adopted at a previous session it 
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would have no more effect than an executive 
interpretation such as J. 7. 4027, 

Fire Companies Bldg. Corp. v. Commissioner 
of Int. Rev., 2 Cir., 54 Fed. (2d) 488, 489 
[1931 CCH [9698]; American Exchange 
Securities Corp. v. Helvering, 2 Cir., 74 Fed. 
(2d) 213, 214 [35-1 ustc $9020]. Thus I 
am not required to accept the interpreta- 
tion of the Senate Committee and I adhere 
to my view that gratuitous death benefits 
were wholly exempt until the effective date 
of the Revenue Code of 1954.” 


If this same conclusion is reached by 
other district courts when the question of 
taxability of such payments in excess of 
$5,000 is put to them, these cases placing 
the employee’s widow versus Commissioner 
will cease, but until such time it is believed 
that litigation on this subject will continue. 


[The End] 


| The decision in Estate of Albert W. Morse, 
CCH Dec. 22,916(M), 17 TCM 261, was re- 
ceived too late to be worked into Mr. Groh’s 
article. It makes very interesting reading. It 
involves a payment of over two years’ salary 
to the widow of a president of a small 
corporation. The payment was handled by 
a resolution of a board of directors: 


“Further resolved, that, in view of the 
long years of service of Mr. A. W. Morse, 
for many years President of this Company, 
the Board of Directors hereby authorizes 
and directs the payment of $10,463.82 to 
Mrs. Claribel K. Morse, the widow of 
Albert W. Morse, of which sum $10,000.00 
shall be paid in cash immediately and the 
balance of $463.82 by forgiveness of advances 
in salary heretofore made to Albert W. Morse, 
and, in addition, the Board of Directors 
hereby authorizes and directs the payment 
to Mrs. Claribel K. Morse as the widow 
of Mr. A. W. Morse, his salary of $1,250.00 
per month for sixteen (16) months, said 
payments to commence in January, 1951, 
and to continue monthly thereafter until 
and including April, 1952.” (Italics supplied.) 

The 
evidence of 
However, the 


Commissioner contended that this 
payment for services 
Tax Court said: 


was 
rendered. 
“That the corporation formally expresses 
its motive for the payments to be in view 
of Albert’s long years of service does not 
preclude them from being gifts since a 
gift is nonetheless a gift because inspired 
by gratitude for past faithful services. 
it appears that Albert’s salary and bonuses 
were intended as full payment for any and 
all services rendered.”—Editor. | 
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How to Read an Annual Report 
By STUART CHASE 


To many lay people, the understanding of a financial report 

of a corporation is seemingly beyond the realm of possibility. However, 
as Mr. Chase explains, the modern financial report contains 

a wealth of information with which an informed stockholder or potential 
stockholder should be familiar. The author points out the facts 

such a stockholder ought to want to see in the annual report 


of his corporation. 


This article is reprinted from The Lamp for Winter, 1957-1958, 


the beautifully illustrated publication of Standard Oil Company of New Jersey. 


OU slit the envelope and out comes 

the financial report, dripping figures. It 
looks most impressive, but what has it got 
to tell you? 

Well, what do you want to know? What 
are the important questions you would like 
to have answered? 

In this article we will think primarily of 
a small stockholder. We will call him 
George Rutherford Adams of Middleburg, 
Connecticut, who runs a garage, service 
station and sandwich bar. He was wounded 
in North Africa, has a wife and three chil- 
dren, and hopes with all his heart that there 
will never be another war or another bad 
depression like the 1930’s. His cash income 
last year was $5,900, and he has 20 shares 
of stock in the Excelsior Refining Company, 
bought with his veteran’s bonus. Excelsior 
is one of the larger oil companies, with its 
stock listed on the Exchange. 


We shall try to look inside George’s mind 
and find out what he wants to know about 
the Excelsior Refining Company or any 
other company in which he happens to own 
a few shares of stock. 

We know right off the bat he does not 
want to grope his way through a forest of 
figures. In that respect he is like a lot of 
Americans, 

As a small stockholder, the two main 
things George would like to know are these: 
how much better off he is personally as a 
result of the company’s operations, and 
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how long this happy condition can be ex- 
pected to last—in other words, how strong 
is the outfit. We are not only going to try 
to find out what he wants to see, but what 
he ought to want to see in a modern finan- 
cial report. 


Ten Top Questions 


Suppose we begin by putting down the 
leading questions to which most people want 
answers in a financial statement. 

The top questions that ordinary or garden- 
variety stockholders might ask are the follow- 
ing—and incidentally, these are the questions 
that interest me, as a small stockholder in 
various companies, as an occasional investor, 
as an economist and as an accountant. 


(1) What did the company earn? This 
figure has a direct effect on George’s in- 
come, because it indicates possible dividends 
on his stock. But it does not indicate, ex- 
cept in a very general way, the value of 
George’s 20 shares over the years or what 
they may be worth in the future. More 
background figures are necessary for this 
long view. Also, George and I want some 
comparisons. What were the earnings the 
year before and the earnings for the past 
five years? What did they amount to per 
share, again with comparisons? (Other im- 
portant questions about earnings will be saved 
for the section on the income statement.) 


(2) What dividends did the company pay? 


This is getting right into George’s family 
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Mr. Chase began his working life 

in Boston as a CPA. Later he turned 

to economic research and then to 
writing. He is well known for his 

works on social problems (such 

as Tyranny of Words) and economics. 
He has also prepared material 

for the Twentieth Century Fund 

and has served on various government 
and United Nations commissions. 


budget, but again it does not tell us much 
about the company. Anyone who can scare 
up some credit can pay dividends—while 
the credit lasts. The real question is whether 
George has his money in what looks like 
a permanent dividend machine. We want to 
know, George and I, about dividends per 
share compared with other years, and es- 
pecially we want to know what happened 
to the earnings not paid out in dividends. 
It is really our money, and where is it? 
Maybe we should not have got it all in 
dividends, but we like to know why we 
shouldn’t. The financial report that dodges 
this question—and many of them do—does 
not come clean. 


(3) What does the company own, and 
what does it owe? What is left for the 
stockholders? This is the distilled essence 
of the company’s balance sheet. It tells 
George how strong his company is, how 
far away from insolvency. We will come 
back to it in a moment. 


(4) How big is the company? Is it a 
billion dollar baby; is it one of the blue 
chips? The best answer to that is the 
“total assets” figure on the balance sheet. 
We want to know, George and I, what 
the position of our company is in the gen- 
eral scheme of things, its place in the 
industry and in the nation. 


(5) How many people work for the 
company? This is another angle on size 


and immediately makes the company seem 
more human. 


You see the people coming 
in buses and cars to work in the morning— 
people like the rest of us. They are the 
real company—they make it go, managers 
and men together. Few financial reports 
showed this figure in the past, but now 
more are beginning to show it. It is an 
important figure. A note on labor policy 
is also welcome. Earnings tend to vary 
inversely with strikes. 
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(6) What are the total sales or revenues? 
This figure gives a third angle on the com- 
pany’s size. It shows the total dollars 
flowing in from customers, the lifeblood of 
the financial structure. How does the year 
just passed compare with the year before, 
with the average of the past five years? 
Total sales for one year mean little. Only 
comparisons with other years, as in the 
case of income, tell a real story. Are we 
going up or are we going down? What is 
the effect of inflation? The last question 
can be answered by showing barrels of oil 
beside the dollar figures. If the sales in 
dollars are going up, and the sales in 
barrels are going down, beware! Inflation 
is distorting the picture. 


(7) What service to the community does 
the company render? Is it a manufacturing 
company, a trading company, a financial 
company, a utility company? Does it make 
or operate chain stores, or provide 
banking facilities, or produce movies, or 
refine oil? How many pairs of shoes does 
it make; how many depositors has it; how 
many stores? Such figures are also begin- 
ning to appear on the reports. They give 
George Adams a sense of reality. His 
company does not make only dollars. It 
makes gasoline, or men’s suits—something 
tangible and important. 


shoes, 


(8) Where are the company plants? This 
helps to give reality, too. A map may be 
useful to show where the factories, refineries, 
selling outlets or railroad lines are located. 
Ever since World War II, a very im- 
portant question deals with property owned 
abroad. Is it in a danger zone—in Egypt, 
say, or Indonesia? If a large share of 
the company’s assets are in such places, 
what steps has the company taken to set 
up reserves against possible loss? 


(9) Where do the company’s raw mate- 
rials come from? If the company manu- 
factures shoes or produces petroleum, it 
is important to know what the outlook is 
for hides or for new oil fields. Everything 
might have been wonderful last year, but 
how about the outlook for years hence? 
What is the considered opinion of man- 
agement about that? 


(10) Who audited the figures? As a 
CPA, I usually look first at the accountant’s 
certification. If it is a reliable firm and 
the certificate does not contain too many 
important exceptions, I know that I can 
put a lot of confidence in the figures. I 
know they have not been slanted, and that 
nothing has been covered up so far as the 


May, 1958 ® TAXES — The Tax Magazine 





official records go. George ought to learn 
to look for the certificate, too; it is some 


thing like the sterling mark on silver. 


Summary.—li the annual 


Excelsior Refining Company, as it falls out 


report ol the 


of the envelope—whether in four colors or 
on plain butcher paper—carries clear answers 
Adams will 


he wants to know about 
Observe that 


to these 
probably 


ten questions, George 
find all 
his company and then some. 
he will learn: 

Whether the company is on the way up 
or on the way down in earnings and sales. 

The outlook for future 
on trends, labor policy, raw materials, for 


earnings, based 


eign business, etc. 

How dividends compare with interest on 
his government bonds, with his money in 
the savings and 
business. 


bank income from his 
own garage 

The size of his company—thus making 
him feel big and important, too. “I 
this billion dollar outfit, at 


of it!” 


own 
least a piece 
able to tell 
whether or not his investment 
whether market 
for his shares of stock and whether he will 


In brief, George should be 


pretty well 


is safe, there is a ready 


receive a fair return on his money. 


Double-Entry Bookkeeping 


However simple the statements may be 


in the first pages of the 


a CPA is going 
must be 


annual report, if 


to certify to them they 
directly from the 


reconcile with the records 


drawn official 
books and must 
ot hawk-eyed income tax examiners. ‘The 
United States Government is now the silent 
partner of American corporation, in 


most cases taking more than 50 per 


every 
cent 
of the taxable income. This is a hard fact, 
i and 


gcood to overlook 


to change much 


which it does no 
which is unlikely so long 
as the cold war lasts. 

We can dress up the 


annual report 
+} 


wording of the 
as prettily as we please, but 
e figures must reconcile with the account 


1 — 


i records and federal income 


must be 


with the 
acce ptable 
1880's, 


, and they 
CPA 
could get 

eporting to the 


Back in the a cor 


away with murder in 


stockholders, but witl 
these modern checks and balances, (,eoree 


can relax a little as he reads. 


Double-entry bookkeeping was invented 
by the Italians more than 500 years ago 
i invention as 


constitutional government or habeas corpus 


It is as important a_ social 
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It specifies that for every debit there must 
A simple illus- 
when you buy a 


be a corresponding credit 
that 


“cash” goes down 


tration is share ot 
(a credit on 
your books), and your “investments” go up 


(a debit on your books). 


stock your 


This is the reason why the assets on the 
balance should equal the liabilities 
worth, to the penny. The sum of 
the debits must equal the sum of the credits. 
Under the principles of double-entry book- 
keeping, this is mandatory. If 
four cents out, the 
denartment 
doors, run up 


sheet 


and net 


they are 

auditor 
their 
prodigious 


as much as 
and the accounting 


lock the 


tear 


is found. Double-entry bookkeeping, now 
practiced by every firm of any size, is in 
itself a kind of preliminary audit 
hing for the small stockholder to be 
pleased about 


some- 


Income Statement 
Now 


hard core of the financial 
income statement and the bal 


So much for introductory remarks. 
we come to the 
figures, the 
These are drawn right from 


ance sheet. 


the otticial accounting records 

We look first at the 
ment, which is the 
It tells the dynamic story of how things 
] sheet, on the 


story of 


will income state- 


more important today 


are moving he balance 


s the 


| 
11 
il 


other hand, te static how 


There is 
things move than 


given date. 
news value in how 


stand. In 


things stand on a 
more 
annual re- 


““state- 


in how things some 


ports, the balance sheet is called the 
ment of financial position.’ 


rate of 
production, energy consumed, stuff turned 
out—dynamic happenings. The 
sheet shows solvency, cash on hand, goods 
on the values of land, 
machines—all important, but without 
and sweat, without conveyor belts, 


The income statement shows the 
balance 
shelves, buildings, 
blood 
smoking 


chimneys, clanging freight cars. It shows 


the company frozen for an instant, at the 


years end 


In its form the 
ment is composed of three figures 


State 


Vhey 


t 
to 


Simpiest mcome 


are always the first figures for George 


size up, no matter 
Here they are, in 


illustration: 


iow complicated the 


statement. round num- 


bers for 


$1,000,000 
900,000 


otal sales or revenues 
Total costs and expenses 


100,000 
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Net earnings for the year $ 





You do not have to be a mathematical 
wizard to see immediately that the com- 
pany is making 10 per cent on its sales. 
This looks like a roomy margin, but other 
comparisons must be made before you 
can be sure. How about the year before 
and an average, say, for the last five years? 
What do other companies make in the 
same line of business? If five such com- 
panies are averaging 20 cents per dollar 
of sales last year, our company is not so 
hot as we thought it was. But if they are 
averaging only five cents, then we are hot 
indeed—at least we were Jast year. 

A financial report that carries no com- 
parisons at all, just. the current figures, is 
almost meaningless to the wayfaring reader. 
Without some other years or other com- 
panies to train‘ his sights on, he 
very little. 


learns 


The above three figures, with the indi- 
cated comparisons, may be enough for 
George Rutherford Adams. They give him 
the line he wants on the company. But 
other stockholders and investors may want 
to go further. From now on, it becomes a 
case of breaking down the details of the in- 
come statement, which may fan out to any 
layer of complexity. The next layer below 
is the one I usually want to look at, unless 
1 am making a very intensive analysis. It 
lines up something like this (the figures, 
again, are purely illustrative): 

Total sales or revenues 
Wage and salaries 
Materials used 
Overhead expense 
Total costs 


$1,000,000 
$400,000 
300,000 
100,000 
800,000 
Net earnings before federal in- 
come tax 
Tax 


200,000 
100,000 


100,000 
60,000 


Net earnings for year 
Dividends paid 


Reserved for use in or expansion 
of the business $ 


This tells us what the employees are 
getting, the size of the raw materials bill, 
the ratio of overhead expense to direct 
It tells us what the earnings were 
before Uncle Sam took a slice from the 
pie. I cannot get a real line on perform- 
ance when earnings are shown only after 
taxes. Most of us who go this far would 
like to see also the following, with com- 
parisons with other years: percentage of 
earnings to net worth; earnings per share 
of stock; dividends paid per share of stock. 
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costs. 


The first is a very important figure, more 
important than percentage of earnings to 
sales, for it tells how much is being earned 
on the stockholders’ total investment. “Net 
worth” includes whatever value is placed 
on “capital stock” in the balance sheet, plus 
“surplus.” Another name for surplus is 
“earnings reinvested in the business.” Another 
name for net worth is “stockholders’ equity.” 
The percentage of earnings to net worth 
can be compared with amy company in any 
line of business, while the percentage on 
sales can only be compared with companies 
in the same line of business. When inflation 
is active, the former percentage is some- 
what less reliable, but it remains the best 
standard for comparison between industries. 

Another way to define net worth is this: 
Take what the company owns, as shown 
on the balance sheet. Deduct what it owes 
to outsiders, including bondholders. What 
is left should belong free and clear to the 
stockholders, their equity in the business. 


Depreciation 


Suppose we go down another layer on 
the income statement. “Sales” will then 
fan out into various types. Wages, mate- 
rails, overhead expenses will fan out to give 
more detail. We shall also find on this level 
a hefty figure in the overhead division 
labeled “depreciation.” This term is what 
turns the hair of federal income tax exam- 
iners white, and keeps half the accountants 
of the republic in business. 

When accounting was just beginning to 
be a profession, along about 1900, allow- 
ances for depreciation were strictly free 
style—charge off $1 million against earnings 
in a good year, and forget it in a bad year. 
My father, I am proud to say, was one of a 
small and scrappy band of pioneers who fought 
this procedure and finally eliminated it. 
They point out that punch presses, brick 
walls, cast iron pipes and office furniture 
were gradually wearing out, regardless of 
good years or bad years. No matter how 
often they were patched up and repaired, 
the day would come when they would have 
to be junked. Where was the money to 
replace them? 

Many a business in those days suddenly 
found itself in financial difficulties, if not 
in bankruptcy, because it forgot all about 
the remorseless and regular processes of 
wear and tear on company property. The 
band of fighters to which my father be- 
longed insisted that the books show this 
property loss, and show it with unfailing 
regularity in good years and bad alike. 
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They won their fight, to all intents and 
purposes, when periodic allowances for de- 
preciation were incorporated into the fed- 
eral income tax rules. 

This was fine in theory, but how much 
in dollars and cents does the property wear 
away each year—is it 2 per cent or 10 per 
cent or 25 percent? The headaches and 
nervous breakdowns come in here. What 
the company comptroller is trying to do is 
to set aside from earnings an equitable 
proportion of the cost of buildings or ma- 
chinery over their useful life. This helps 
to provide a fund with which to replace 
such facilities when they wear out. Depre- 
ciation is not an easy thing to estimate, 
and when inflation comes along it makes 
the headache much worse, because there 
may not be enough in the reserve fund to 
buy the new machine. 

But as small stockholders, George and 
I can rest fairly easy in the knowledge that 
no company bookkeeper can play fast and 
with depreciation charges these days. 
There are two grim watchdogs perpetually 
on his trail—the outside accountant and 
the United States Treasury. 


k Ose 


This also goes for the allied accounts of 
“depletion” and “obsolescence.” The first 
seeks to measure the coal taken out of the 
mine toward the day when there will be 
no more coal—or copper or iron or oil— 
left underground in that location. 
ond seeks to measure when that piece of 
machinery, while it may be still in good 
working will have to be scrapped 
because a new model can do the job better. 
The easiest way to grasp the obsolescence 
idea is to think of a woman’s hat—intact 
but unwearable next year! 

So we can go down the income state- 
ment, layer below layer, until every original 
voucher of revenue or expenditure is laid 
bare, 


The sec- 


order, 


Balance Sheet 
or Statement of Financial Position 


The balance sheet is the final expression 
of double-entry bookkeeping and the end 
result of all accounting records. But as 
presented most reports, it gives George 
the blind staggers. Here on the left-hand 
side it “assets”; on the right-hand 
side it says “liabilities.” You look down 
at the bottom and the figures agree to the 
penny. So the liabilities are equal to the 
and thinks the company 
on the edge of bankruptcy. 


says 


assets, George 


must be 
The liabilities do not equal the 
but the ordinary balance sheet certainly 


assets, 


How to Read an Annual Report 


reads that way. There are two methods for 
clearing this up in the annual report. As 
in the case of the income statement, the 
big news consists of three figures. The first 
way to show them is in two columns: 
Left-hand column 
Total assets 
Right-hand column 
Total liabilities 
Net worth 


$1,000,000 


$ 600,000 
400,000 


net worth $1,000,000 


Total liabilities and 
column: 
$1,000,000 


600,000 


The second way is in a single 
Total assets 
Less liabilities 
Net worth belonging to stock- 


holders $ 400,000 


balance 
totals in 


The first way retains the classic 
sheet form, right and left, with 
agreement. My father used to insist that 
all reports leaving his office should be 
headed on the right-hand side in large capi- 
tal letters: LIABILITIES AND NET 
WORTH. This made it clear that it was 
two utterly different sum 
equaled the ASSETS. 

Personally I 
Here is what 
what the 
remains, as we 


classes whose 


prefer the second 
the company 
company and net 
noted earlier. 


way. 
deduct 
worth 


owns; 
owes 
A variation on the second shows 
a little more detail, like this: 


way 


$350,000 
175,000 


$175,000 
650,000 


Current assets 
Less current liabilities 


Working 
Add 


capital 
other assets 


$8 325, 000 
425,000 


$400,000 


The ratio of total liabilities to total assets 
is also a timely figure. The lower the ratio, 
the sounder the company, generally speak- 
ing. In the above case the ratio is 60 per 
cent. A comparison with last is also 
helpful. Has the liability 
significantly? Why? 

That “ calls for further explanation, 
and perhaps we can get it by going down 
another layer on the balance sheet—just 
went down on the income statement. 
It ought to look something like the balance 
sheet that appears on the following page. 


Total 


Less other liabilities 


Net worth, or stockholders’ equity 


year 


ratio gone up 


why” 


as we 


I lere we 
items. 


have the chief balance sheet 
If trouble does not show up here, 
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CE 


BALANCE SHEET (End of Year) 


Assets 
Cash $ 
Inventories 


50,000 
200,000 


Other current assets 100,000 


$ 350,000 
100,000 


Total current assets 
Investment in other companies 
Plant and equipment (less depre- 
400,000 

10.000 
140,000 


ciation ) 
Deferred charges 
Patents, good will, etc. 


$1,000,000 


Total assets 


Liabilities and Net Worth 
loans $ 100,000 


75,000 


Bank 
Other current liabilities 
$ 175,000 
300,000 
125,000 


Total current liabilities 
Bonds outstanding 


Reserves for contingencies 


Total liabilities $ 600,000 


Capital stock 300,000 
Surplus 


the business) 


(earnings reinvested 


100,000 
Total net worth $ 400,000 
$1,000,000 


Total liabilities and net worth 


SS o> 


likely to be very bad _ trouble. 
What are the things to look for? There 
number of them, and suppose we 
take them briefly in order: 


it is not 


are a 


merchandise 
rule is 


Inventories.—How has thie 
on hand been priced? One 
or market price, whichever is the lower.” 
Another rule is nicknamed “LIFO,” mean- 
ing those items “last in, first out.” Today, 
with price inflation interrupted by 
severe price collapses in various commodi- 
it is especially urgent to know if the 
inventory have been safeguarded. 
Also, what was the comparable figure last 
year? In my opinion, the report should 
plainly how inventories have been 


“cost 


some 


ties, 


figures 


state 
priced. 
Total current assets.—These should imme- 
diately be compared with current liabilities, 
and a ratio established. In this case it is 
2.0—current assets are twice liabilities. What 
is the usual ratio for companies in this line 
of business? If the ratio appears out of 
line, George should be interested and seek 


an explanation from his company. 


Investments.—This brings up the impor- 
tant question of whether 
solidated” balance sheet. 


this is a “con- 
If it is, it should 
be clearly identified, and we should know 
how investments are carried or 
have been evaluated. 


how they 


A consolidated balance sheet is a statis- 
tical roundup of figures intended to show 
the financial position of an entire family 
of consolidated companies at a given date. 
The and liabilities of the various 
companies are fanned out through the bal- 
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assets 


ance sheet. The excess of these assets over 
liabilities is again net worth, or stockholders’ 
equity, for all companies. Such a 
solidation George a estimate 
of the value of his investment if his 20 
shares are in a parent company. 


con 


good 
Zoo! 


gives 


Investments in marketable and other secu 
rities (in unconsolidated companies, for ex- 
ample), are normally carried on the balance 
sheet at cost, and this should be explained 
in the balance sheet itself or 
panying explanatory 


in the accom- 
notes 

day Ss 
often 
written 


Plant and equipment.—In the old 
before the income tax, the sky was 
the limit for this account. It 
way up or written way down, and far from 
a true figure. Tax regulations have brought 
about a considerable improvement in plant 


Was 


accounting methods, and since the Treasury 
boys got on the job checking depreciation, 
George and I can be reasonably sure that 


the figure now makes sense. 


Patents and good will. — “Deferred 
charges,” meaning mostly bills the company 
has paid in advance, we can skip, but the 
“patents and good will” account is signifi- 
cant. It may be the corporation 
basket, full of tin cans, broken bottles and 
old wrapping papers. If the figure is rela- 
tively 
sheet 


waste 


large—as it is in the above balance 
($140,000)—we had better go down 
some more layers to reach the bottom of it. 


In the dead days beyond recall, 
farmers driving cattle to market used to 
halt outside the town, give the critters a 
round of salt and then let them drink their 
heads off. This raised the weight and the 


(Continued on page 350) 


dear, 
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Tax Payments by Volunteers 


N ACTION 


may be 


refund 
whether or not the 


brought for a tax 
maintained 
tax was paid under protest or duress (Code 
7422(b)) 
exists 


Section different 


of an- 


However, a 
situation where the payment 


other’s tax is made by a person who is 
under no duty to pay the tax. If the pay- 
ment is made voluntarily and with full 
knowledge of the tacts, recovery will be 
denied \n exception where the 
payment is made under “legal compulsion” 
or duress. The following cases 


into the law 


exists 


give 
“volun- 


some 
insight governing 


” 
teers : 


In Garr, Scott & Company v. Shannon, 223 
U.S. 468, 32 S. Ct. 236 (1912), the plaintiff, 
an Indiana corporation, brought an action 
to recover a Texas franchise tax paid under 
protest. The plaintiff alleged that it 
engaged only in interstate commerce busi 
ness in Texas. The United States Supreme 
Court denied the tax refund. The 
noted that the Texas Supreme Court had 


Was 


Court 


held that the franchise tax in question had 
no applicability to corporations 
interstate business. 


doing an 
Since the plaintiff had 
alleged that it was engaged solely in an in- 
terstate business in 
Was not 


lexas, the franchise tax 
applicable. No 


compulsion” 


duress or “legal 
was placed on the plaintiff by 
this tax and, therefore, the rule applied that 
taxes voluntarily paid cannot be recovered 


In HWourdack v. Becker, 1932 CCH § 9071, 
55 F. (2d) 840, the evidence indicated that 
the plaintiff was the former president of 
two corporations against which the Com 
missioner of Internal Revenue had assessed 
additional corporations had 
and had dis 
\ deputy collector sent 
the corporations’ tax bills to the plaintiff, 
who went to the collector’s office. There was 
a conflict in the testimony as to what took 
place in the office. The plaintiff alleged that 
he was told that if the bills were not paid, 
the government would levy on his 
account. This statement was denied by the 
deputy collector. The payment of the taxes 
was not made until the day following the 
with the deputy The 
plaintiff then brought an action to recove 


taxes. These 


sold 


continued business 


allegedly their 


assets 


bank 


interview collector. 


Tax Payments by Volunteers 


refund. The court held that he paid 
the taxes voluntarily without 
It noted that 
founded or illegal claim without invoking a 


a tax 
and duress 


where a person pays an un- 


legal remedy, the payment is deemed com- 
pulsory if the would not have 
protected him from serious or irreparable in- 
jury. 
and 


remedy 


However, mere delay, inconvenience 
that \ 
sisting a demand for payment of taxes does 
not constitute “legal compulsion.” In this 
instance the plaintiff could have enjoined 
the deputy collector from seizing the bank 
account funds 


expense may be incurred by re 


44-2 


(CA-9), a wife acquired her husband’s prop- 


In Parsons v. Anglim, ustc 9377 
erty through joint tenancy after his income 


tax liability had arisen. Since she was un 
certain of her liability for this tax as trans 
feree, she paid the tax under protest and 
filed a claim for refund. The 
held that the 
transferee but had paid the tax voluntarily 


without demand, threat or 


lower court 
wite was not lable as a 
and, 
a refund. The 
decision. It 


coercion 
therefore, was not entitled to 
Ninth Circuit this 
declared that since the payment of the 


Was not 


reversed 
taxes made with a “donative in- 
tent,” the plaintiff should not be 
“volunteer.” 


( termed a 
Consequently, she was entitled 
to the tax refund. 

In Ohio Lo 
4 ustc § 1361, < : (2d) 
t! 


mpany v. Denman 
108 (CA-6, 1934), 
Corporation No. 


partnership 


ie facts were as follows 
1 transferred its 


which in 


assets to a 
turn transferred the partnership 
Corporation No. 2. It paid a 
deficiency tax tor 1918 against 
Corporation No. 1. This tax, which Corpo- 
ration No, 2 paid voluntarily with full knowl 


edge of the facts 


assets to 


assessed 


even though it had not been 
, 

it—could not be recovered. In 
to the tax for the 1919, since 
an assessment was not made with the time 


liable for 
regard year 


permitted by law, a tax refund was allowed. 
Broderick, § 9145, 
Supp. 233 (1951), a husband sought 
and 


In Naus v. 52-1 
103 F. 
to sell 


certam 


USTC 


tree clear of encumbrances 


real estate and 
hus, 


against 
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conveyed to him 


his deceased wife as 


he voluntarily paid 


yomnt tenants. 


asse ssed 


taxes 





his wife for which notices of liens were 
filed. He failed to recover these taxes 
since it was held that he voluntarily paid 
them although he was not legally obligated 
to do so. 


In Fecarotta v. U. S., 56-2 ustc § 9691, 
under distraint proceedings a wife obtained a 
certificate of discharge from a lien upon 
the payment of taxes claimed to be owing 


for 1947 and 1948 by her deceased husband. 
She married her husband on December 2, 
1948, and held the property in joint tenancy 
upon its acquisition by them in 1949, The 
court permitted the wife to recover the 
amount of the taxes paid, holding that her 
payment was not voluntary and that she 
was not estopped to assert her claim. 


[The End] 
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total price. Thus was “stock watered.” 
Presently the phrase was applied to finan- 
cial deals where assets were pumped full 
of dubious liquids and gases, especially in 
the good will account. Normally “good 
will” means something of value but hard 
to estimate in dollars—like the name “Ivory 
Soap.” I always feel relieved when I see 
“patents and good will” carried on the 
balance sheet at one dollar. 


Bonds.—W hat is the ratio of this figure 
to other liabilities and to net worth? Other 
things being equal, the bond account should 
be kept relatively low—some authorities 
say not more than 25 per cent of net worth, 
plus bonds, combined. In this case the 
ratio is 43 per cent. Looks a little high, 
gentlemen. 


Reserves for contingencies.—This is like 
a rockslide in the middle of the road. Put 
on the brakes and stop dead! What are 
the contingencies? The careful balance 
sheet reader must investigate what the re- 
serves apply to. Are they for inventories? 
A reserve here seems reasonable enough 
in years of creeping inflation. But perhaps 
earnings have been covered up in 
this account, and more explanation is in 
order. What do the outside auditors say 
about it? 


some 


Surplus.—This is apparently an unfortu- 
nate name, though it has been standard 
accounting practice for many years. To 
George and to many people, and espe- 
cially to employees, it sounds like free cash 
set aside in the sock ready for instant use. 
The worker may see it as an excellent 
reason for higher wages. Why should he 
not share in this nice kitty? 

In reality, the account usually means 
earnings plowed back into the business 
and long since transformed into concrete 
walls, turret lathes, accounts receivable or 
inventory items. The “surplus” is all over 
the lot on the assets side, and normally 
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you could not take it out in cash without 
wrecking the business. Furthermore, if the 
assets had not been built up by plowing 
back earnings, they would have had to 
come in the form of more bank loans or 
more bonds issued, and so would have 
undermined the company’s financial health. 
Every time “surplus” appears on the bal- 
ance sheet it is a good idea to bear in mind 
the thought: “earnings, reinvested in the 
business”—if this represents the facts, as it 
usually does. Some companies have dropped 
the term “surplus” altogether and use “earn- 
ings reinvested in business” in their annual 
reports. 


Summing Up 


We have set forth the ten questions that 
many people would like to have answered 
in an annual report. We have had a good 
hard look at the income statement and the 
balance sheet, at least in the upper layers. 
We have tried to keep things clear and 
simple, but we have not taken any liberties 
with the fundamental principles of double- 
entry bookkeeping. If these principles are 
not scrupulously maintained on the annual 
report, it would be better to skip the whole 
thing and curl up with a good book. 


If the above analysis is not enough to 
tell a good company from a sour one, an 
enterprising management from a sleepy one, 
an attractive investment from a risky one— 
then something is wrong with the figures. 
But nowadays we know that because of the 
double-entry systems, the CPA audit, the 
requirements of the Securities and Ex- 
change Commission and the income tax 
examiners, figures are not easy to juggle. 

Annual reports can often be improved, 
particularly if their authors keep George 
and his 20 shares of stock firmly in mind. 
But never since corporations were invented 
have annual reports been closer to the facts 


than they are today. [The End] 
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BOOKS 


Among this month's reviews of books of interest to tax men 
are Business Enterprise and the City, The Bill of Rights and 


What It Means Today, Canadian Income Tax Act, American 
Democracy Under Pressure and two books on sales taxation. 


Industrial Concentration 


Business Enterprise and the City. Mabel 
Walker. Tax Institute, Inc., 457 Nassau 
Street, Princeton, New Jersey. 114 pages. 


This is a series of six articles reprinted 
from various issues of Tax Policy magazine. 
They are published for the first time in 
volume form, replacing the collection of 
pamphlets previously available. The first 
three articles deal with “The Plant, the 
Office, and the City,” and discuss industrial 
location trends and factors, industrial loca- 
tion impacts, and trends in office location. 
Almost all factors regarding industrial loca- 
tion are covered: transportation, labor supply, 
power and fuel, water, climate, automation, 
tax burden, standards of governmental serv- 
ice and governmental inducements. 


During the postwar period, extraordinary 
expansion of plant and equipment has taken 
place. In 1939, industrial construction con- 
tracts amounted to $282.6 million; in 1947, 
$861.9 million; and in 1954, $1,876.6 million. 
Some of the reasons for this unprecedented 
expansion are the merger movement, devel- 
opment of new products, automation and 
a policy of product diversification. 


Two major changes in depreciation policy 
adopted by the federal government have also 
played a part. The Revenue Act of 1950 
allowed all, or part, of the cost of expansion 
of emergency facilities related to defense 
production to be depreciated for tax pur- 
poses over a five-year period. “Of more 
widespread significance,” states the article, 
“was the provision in the 1954 Code per- 
mitting all taxpayers the option of alter- 
native methods of computing depreciation 
whereby 56 per cent to 75 per cent of the 
cost of an asset could be written off during 
the first half of the useful life of an asset 
as contrasted with 50 per cent under the old 
method.” 

One of the most harshly criticized means 
used by state and local governments and 


Books 


communities to induce industry to locate in 
a particular place has been use of the sub- 
sidy. This can be in the form of an actual 
cash bonus, but most frequently, it is the 
tax exemption. The number of states al- 
lowing it has decreased considerably, but 
seven still permit plant exemptions (not 
including those states permitting specified 
localities to exempt such properties). These 
are Alabama, Arkansas, Delaware, Louisi- 
ana, Mississippi, Rhode Island and Vermont. 
New Hampshire, in addition, permits ex- 
emption of a newly built portion of a rail- 
road for ten years. 

The remaining three articles in Business 
Enterprise and the City cover “The Role of 
the State in Industrial Development,” “The 
Impact of Outlying Shopping Centers on 
Central. Business Districts” and “Modern 
Merchandising and Municipal Finance.” 


Essentials of the Constitution 


The Bill of Rights and What It Means 
Today. Edward Dumbauld. University of 
Oklahoma Press, Norman, Oklahoma. 1957. 
242 pages. $3.75. 


Thomas Jefferson: The Apostle of Ameri- 
canism. Gilbert Chinard. Ann Arbor Paper- 
backs, The University of Michigan Press, 
Ann Arbor, Michigan. 1957. 548 pages. 
$1.95. 

Not so long ago, the Fund for the Repub- 
lic, Inc., was called upon to defend some of 
its grants. In its defense it pointed out 
that the fund was not set up to fight Com- 
munism but to defend and advance the 
principles of the Declaration of Independ- 
ence, the Constitution and the Bill of Rights. 
One of the first reports furnished to the 
fund disclosed added reason for the grants: 
Professor Stouffer of Harvard reported an 
alarming degree of general ignorance of and 
indifference to the Bill of Rights. This, and 
much of what is happening today, makes 
the reading of this book particularly rewarding. 
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The present Constitution would never 
have been accepted by the people had it not 
been for the promise of the addition of the 
amendments called the Bill of Rights. They 
are the essential portions of the Constitu- 
tion. They guarantee freedom to a liberty 
loving people. They express the very es- 
sence of the American form of government. 
The people who left the shores of an old 
world to establish a civil society in a new 
world brought with them only such laws as 
they were able to adapt to their new society, 
and they brought with them certain natural, 
inalienable rights. The government they 
established by consent was ordained 
to protect pre-existing 
rights, and there remained in the people, 
after a new government was formed, an 
area of unsurrendered rights. The ten amend- 
ments to the Constitution specify this area 
of rights into which the government shall 
never intrude itself 


their 


and secure these 


Freedom of religion, freedom of the press, 
trial by jury and habeas corpus are ac- 
couterments of a free people and a 
society. They the arms of truth 
dismembered in a controlled society. 
Bill of Rights and what it means to you 
is extremely important in an atomic-age 
The readers of this magazine serve 
influence and, to be sure, 
each now has some knowledge (some to a 
greater, some to a lesser, degree) of the Bill 
of Rights. But this book will serve to fix 
these amendments into their philosophical 
background and present-day potency. 

Mr. Dumbauld is also the author of a 
companion book The Declaration of In 
dependence and What It Means Today. He 
is a practicing attorney in Pennsylvania. 

We grouped the second book, Thomas 
Jefferson: The Apostle of Americanism, with 
Mr. Dumbauld’s because the Bill of Rights 
is largely a reflection of Jefferson’s political 
philosophy and, therefore, a history of this 
mental giant is appropriately read with the 
Bill of Rights being played softly in the 
background. This biography—a penetrating 


free 
first 


The 


are 


society. 


as sphe res of 


study of his political, social and religious 
ideas—is not a new book; but it was re- 
cently issued as a paperback by the Uni- 
versity of Michigan Press. 


Canadian Deduction Charts 
Canadian Tax Deduction Tables 
nadian Limited, 1200 Lawrence Avenue, West, 
Toronto 19, Ontario, Canada.* Sixth edition, 

1958. 20 pages. $2. 


CCH Ca- 





This 10 by 13% inch booklet contains a 
set of legible, large-size type face income 
and old-age security tax deduction tables, 
effective from January 1, 1958. The table 
headings are presented in French as well as 
in English, 


Sales Taxes 
Tohn F. 


Sales Taxation. | Due, 
of Illinois Press, Urbana, Illinois 
pages. $5.75. 

State Retail Taxation. Clinton V. 
Oster. Bureau of Business Col 
lege of Commerce and Administration, The 
Ohio State University, Columbus, Ohio 
1957, 241 pages. $5. 


University 
1957. 396 


Sales 
Reseat ch, 


These two books represent studies in the 
field of taxation. The first, by Pro 
fessor Due, offers a fairly complete world- 
wide breakdown of the field; the second, by 


sales 


Professor Oster, surveys the sales tax as it 
exists throughout the 33 states in America 
that employ it, and compares the various 
United States methods and results. Both 
volumes appraise the tax itself on the 
grounds of the larger j 
economic and social well-being. 


considerations of 


The purpose of Professor Oster’s book is 
to “marshal the available data necessary for 
an objective appraisal of the modern retail 
sales tax in terms of the traditional criteria 
of a good tax. These criteria include equity, 
social and economic effects, revenue produc- 
tivity, certainty, convenience, and adminis- 
tration costs.” Professor Due’s work “seeks 
to reexamine the question of the nature of 
sales taxation, the distribution of the burden 
of this form of tax, the appropriate role of 
sales taxation in the tax structure, and the 
different forms and features of sales taxa 
tion in light of the experience of various 
countries with them.” 

In regard to rate differentiation, Professor 
Oster holds that a retail tax with a 
food exemption would be essentially neutral 
in regard to its effect on the distribution 
of our total tax system between incomes of 
$1,000 and $10,000, and in the 
a food exemption, the sharpest regressivity 
will be felt by families whose incomes fall 
above and below these figures. He also 
states that regressivity associated with sale 
taxes is easily 


sales 


absence of 


exaggerated and can _ be 
lessened or even removed, over considerable 
ranges of income, by exempting from tax 
the sale of food and services such as utilities 
and rents. 





* This book may be obtained in the United 
States from °CH Products Company, 4025 West 
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Peterson Avenue, Chicago 46, Illinois, at $2 in 
United States dollars. 
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O that there might in England be 
A duty on Hypocrisy, 

A tax on humbug, an excise 
On solemn plausibilities.— 
Henry Luttrell, An Aspiration. 


Concerning 
Due 


food exemptions, Professor 


asserts that their adverse 


effects are 
most apparent in retail sales tax countries 
where most food sold through 
stores, and that they may pave the way fot 
evasions. The 


items are 


“major issue,” he says, is one 
of equity, and “the answer must depend in 
part upon the ge 


ieral economic environment 
| 


1 
of the country. T 


ie case tor food exemption 
is weakened if the tax rate is sufficiently low 
that the absolute burden on the 
slight, and if the tax 
gressive taxes.” It 


poor 1s 
system contains pro 
would not be favorable 
in a country, either, where the income of the 
majority of citizens is below the subsistence 
level, or if food 
channels easy to tax. 


through 
“Howey er,” he con- 


most sales 


pass 
cludes, “if dictate 
high sales tax rates, which will significantly 
burden the lower income groups and tip the 
balance of overall progression in the tax 
structure, food exemption may become al- 
most imperative.” 


revenue considerations 


that with 
sales tax progression, serious discrimination 
between various consumers on the basis of 


Professor Due also believes 


their relative preferences is inevitable. He 
sort of classification estab 
lished is certain to result in some high-rate 


burden on 


states that “any 


persons in the lower income 
against 


individual 


discrimination 
persons on the 
preferences. In the production sector, firms 
will tend to readjust 
articles which enjoy 


classes, and strong 


various basis of 


production toward 
a lower tax rate.” 


As an anti-inflationary 


measure, a sales 


tax is somewhat more effective than a pro 
gressive income tax, according to Professor 
Oster. As he puts it, “a sales tax tends to 
tax dollars that 


while a 


would have been spent, 
tends to 


reach dollars that would have been saved.” 


progressive income tax 


The effectiveness ot this, however, may be 
only temporary. A 
venient for the 


retail sales tax is con 


consumer, he points out, 
though inconvenient for the retailer because 
of the need to file returns and keep records 
Retail sales taxes have 


ductive 


become the most pro 


source of revenue for state govern- 


ments, reports Professor Oster, producing 
$2.5 billion in 1954 and averaging almost 33 
per cent of total tax collections for those 


Books 


State income 
taxes, on the other hand, yielded only $1.8 
billion in 1954, representing an average of 
23.4 per cent of total taxes in 35 income-tax 


states employing sales taxes. 


states. 


It must be remembered in both these 
books that the two studying 
the sales tax situation from different angles 
from the 
viewpoint of the 


authors are 


comparatively sheltered 
United States, with its 
cultural homogeneity, higher annual income 


-—one 


and better-than-most standard of living; the 
broader, more em- 
of the world, with its 
evreat diversification in governmental, social 
and 


other is examining the 
bracing viewpoint 


economic policies. Comparing, con 
findings of one 
author to the findings of the 
both worth while and informative for the 


tax man who is interested in sales taxatior 


trasting and applying the 


other c: 


Partnership Taxation 


Arthur 
70 Fifth Ave- 


1957. 585 


York. 


Handbook of Partnership Taxation 
B. Willis. Prentice-Hall, Inc 
nue, New York 11, New 


pages. 


Many suffered 
losses because of mistakes or omissions this 
Handbook of Partnership Taxation could 
have prevented. With this remarkably clear 


book, the practitioner can prepare for those 


partnerships have heavy 


once-elusive tax problems that often arise. 
The author not only investigates the intent 
of the applying to partnership 
taxes, but also goes into its meaning in par- 
ticular partnership situations. The adviser 
will be able to help the partnership control 
its tax position at the 
subsequently—and 


new law 


start as well as 


grief visited 
on so many through in 


of the statute 

Phis 
partnership a 
cation of the partne 
1954 


work out a 


book supplies complete forms 


greement, reflecting the appli 
rship provisions of the 
Code. T se forms make it easy to 
partnership agreement where, 
for example, there are problems of contril 
uted 


ceased partners, or special allocations of 


t 
property, payments to retiring or ce 


specific items of income or deductions 


Arthur B. Willis is a tax specialist, at 
torney and partner in the firm of Willis & 
MacCracken of Los Angeles 
appointed chairman of the advisory group 
on Subchapter K of the House Subcom 
mittee on Internal Revenue Taxation. He 


He was recently 


is a regular lecturer on taxation of partner- 
ships in the Graduatk Advanced Pro- 
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fessional Program at the University of 


Southern California School of Law. 


Canadian Income Tax 


Canadian Income Tax Act. 
Limited, 1200 Lawrence Avenue, West, 
Toronto 19, Ontario, Canada.* Twenty- 
fifth edition, 1958. 355 pages. $3.50. 


CCH Canadian 


The latest amendments, as enacted by 
Chapter 17, Statutes of 1957 (Fall Session), 
are consolidated in this edition of Canadian 
Income Tax Act. 


Extreme care has been taken to attain an 
exact reproduction of the Income Tax Act 
as passed by Parliament with all amend- 
ments consolidated. And at the end of each 
section, historical notes and cross-references 
to related sections have been added to facili- 
tate the use of the act for prior taxation years 
well as for current purposes. Uncon- 
solidated amendments to income tax law 
appear at the end of the consolidated act; 
and a topical index at the back of the book 
makes all provisions available by subject. 
Also included are the tax agreements be- 
tween Canada and the United States and 
the United Kingdom. 

The Income War Tax Act, Chapter 28, 
Statutes of 1917, imposed the first income 
tax in Canada. Since its adoption, amend- 
ments were made to this act almost every 
year, extending the scope of the tax, chang- 
ing the rates, changing exemption provi- 
sions and generally altering the act to prevent 
tax evasion. In 1948, a revised Income Tax 
Act, Chapter Statutes of 1948, was 
passed, effective for 1949 and subsequent 
taxation vears. The income tax underwent 
revision in 1952, but this revision was con- 
fined mostly to a renumbering of the parts 
and sections. The present statute is Chapter 
148, R. S. C. 1952, which became law 
September 15, 1953. 


as 


52, 


Lobbies in Democracy 


American Democracy Under Pressure. 


Don- 
ald C. Blaisdell. The Ronald Press Com- 
pany, 15 East 26th Street, New York 10, 
New York. 1957. 324 pages. $5. 

“American democracy is under pressure 
in the modern world because in trying to 
make the American dream come true it 
labors under a dual handicap. On the one 
hand is the threat of communism. On the 
other is the pre-emption of the field of de- 
fining the public interest by domestic pres- 
sure groups. And the unorganized citizenry 





can only watch from the sidelines.” With 
this statement near the beginning of his 
book, the author, professor of government 
at the City College of New York, sums up 
the major conclusions to which the study of 
lobbies, lobbyists and their propaganda in 
the United States has led him. 


Professor Blaisdell defines pressure groups, 
shows where and how they operate, illus- 
trates the problems they bring to our form 
of government by the consent of the gov- 
erned and elucidates their infiltration within 
the fabric of our society. He explains that 
special interest groups identify themselves 
with the public interest and the public will, 
and he shows how this practice confuses the 
issue of whether or not the general interest 
is being served in every branch of govern- 
ment. So it is that the author presents the 
picture of a buffer of pressure groups be- 
tween the people and their government: 


“It is hard to escape the philosophical 
dilemma raised by the question, Is the 
general interest something real or is it 
imaginary? If we say that the general 
interest is real, we must be prepared to 
explain how it differs from the sum of the 
special interests. If we deny its existence 
and say it is only imagined, we must be 
equally ready to explain the universal prac- 
tice of the leadership of every pressure 
group in the country in using the general 
interest as the justification for its political 
program. 


“Everyone has his philosophy of govern- 
ment, from the Founding Fathers to the 
President, from every member of Congress 
to every professional man, propagandist, 
farmer, industrial worker. Hamilton and 
Madison held that government was, essen- 
tially, the arena of opposing interests. Ac- 
cording to this view, the general interest 
emerges as a by-product of the struggle 
of interests. In describing government in 
Washington in the 1880's, Henry Adams 
stated: ‘Democracy, rightly understood, is 
the government of the people, by the people, 
for the Senators’. This was, of course, be- 
fore the Seventeenth Amendment changed 
the method of electing senators from indi- 
rect election by the state legislatures to 
direct popular election. In our own time, 
at the laying of the cornerstone of a new 
AFL-CIO building, President Eisenhower 
asserted that as a group increases in size 
and resources there is a corresponding in- 
crease in its responsibility to work for the 





* This book may be obtained in the United 
States from CCH Products Company, 4025 West 
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good of all the people. The President took 
for granted a general welfare embracing 
the welfare of all the people.” 

Professor Blaisdell’s book was written to 
inform the student of political science of 
the position of lobbies in the United States, 
to provoke serious consideration of the 


subject, and to provide a ready guide to 
the structure of special interest groups 
and the problems they present in the 
American theory of government. However, 
because of thorough, well-written explana- 
this is a book which would be of 
interest and value to every American. 


tions, 


THE IMPORTANCE OF THE ORIGINAL TAX RETURN IN CIVIL FRAUD 
CASES—Continued from page 328 


the beginning of the period, the agents add 
up the computed income for the period, sub- 
tract from that sum living expenses for the 
same period and arrive at the amount of 
resources available as of the beginning of 
the first indictment year. From this balance 
the agents subtract known assets as of this 
particular date. The remainder is unknown 
assets, usually cash on hand secreted in a 
safe deposit box or at home. 


Ringler Case 


The viewpoint that the fraud penalty may 
be asserted even without copies of the orig- 
inal returns was suggested in the Drieborg 
case and was restated in Jane R. Ringler® In 
that case the fraud penalty was upheld, even 
though neither the original returns nor the 
copies were introduced into evidence. Said 
the court: “Petitioners further argue that 
respondent did not establish the amount of 
net income reported by Harold in 1940, 
1941, 1942, and 1943 by merely proving the 
amount of tax reported as due in those 
years. We disagree. Knowing the number 
of exemptions, the amount of net income 
can normally be estimated with reasonable 
accuracy on the basis of the amount of tax 
due. There is no indication that there were 
any unusual factors present in the instant 
case which would affect this estimate.” Here 
the Commissioner employed the tax-assess- 
ment method. Apparently the court left it 
to the taxpayer to prove “any unusual fac- 
tors” affecting the Commissioner’s computa- 
tion. If that is so, it cannot be said that the 
burden of proving the fraud was upon the 
Commissioner; a part of that burden was 
improperly shifted to the taxpayer. 

A clarification of the application of the 
tax-assessment method is afforded in the 
very recent case of Alex Rubinstein™ The 
Commissioner had destroyed the returns for 
1942 and 1944 but, nonetheless, alleged for 
those years a deficiency due to fraud and 





© Cited at footnote 57. 


Importance of the Original Tax Return 


attempted to sustain his burden, after his 
demonstration of a net-worth increase, by 
merely introducing the amount of tax due 
as entered on the collector’s assessment list. 
In the opinion of the majority, this evidence 
of unreported income was not sufficient. If 
the assessment list, said the majority, “in- 
dicated, even by inference, the gross income 
and deductions entered upon the return, 
there might be some validity to respondent’s 
argument that the burden should shift to 
petitioner.” Had the Commissioner made 
a showing of what items of income and 
deductions must have appeared on the orig- 
inal returns, then the tax-assessment method 
would have succeeded. This case, it appears, 
does not mean, as suggeste ! by the dissent, 
that an inflexible rule exists preventing the 
proof of fraud without the original returns. 
It means that fraud can be proved without 
original returns or copies by a proper re- 
construction of all the components of net 
income. This requires more than the in- 
troduction of the assessment list. 


CONCLUSION 


The general rule in a fraud case has been 
that if the Commissioner does not produce 
the original tax returns filed by the tax- 
payer, or copies thereof, he has failed in 
his burden of proof. A 1955 circuit court 
Driehorg v. Commissioner, employed 
language suggesting that even in the absence 
of the original return or copies, if the Com- 
missioner able from source to 
present evidence of the taxpayer’s gross or 
net income, deductions and credits, the 
fraud penalty could be imposed. A common 
source of information in this kind of situa- 
tion is the use of government assessment 
and the tax-assessment method. 
The significance of the Drieborg case is that 
it makes it easier for the government to 
assert successfully the fraud penalty for a 
year for which it has destroyed the original 


return. [The End] 


“© Aler Rubinstein, CCH Dec. 22,845, 29 TC 
~, No. 93 (1958). 


case, 
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records 
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WASHINGTON TAX TALK 


Legislative excitement over unemployment grows; new petitions 
before the Tax Court portend vital tax issues to be settled. 


The Congress 


recessed from April 3. until 
\pril 14, so we are no nearer knowing what 
about tax bills 
were at the deadline last 
month. Many feel that the politics of a 
tax cut will bring about the sinking of 
any kind of a tax bill. Real tax bills may 
never get out of committee for the threat 
of having a tax cut feature grafted onto 
them, which feature would provoke so much 
that any tax bill would be talked 
to death. 


Congress 


Congress is going to do 
now than we 


debate 


So instead of talking about tax reduction 
—there are enough people officially and 
unofficially talking about it now—we’'ll talk 
about the possibility of an increase in taxes 
because of an expanded unemployment in- 
surance system, some interesting petitions 
which have been recently filed before the 
Tax Court and some late action by the 
Supreme Court. 

Since unemployment and recession have 
become the battle hymn of Capitol Hill, a 
number of bills have been introduced to 
expand the benefits payable to the unem- 
ployed. These bills all provide for some 
sort of federal aid to the state programs, 
whereby the duration of the benefits receiv- 
able will be extended to those who have 
exhausted their benefits. 

The Unemployment Benefit Advisor, Inc., 
points out that to make payments on the 
basis of right to individuals who have ex- 
hausted their state unemployment compen- 
sation payments would be removing the 
insurance concept from our unemployment 
insurance program and would be _ highly 
discriminatory against those who were never 
in the position to have benefit rights under 
the state law. There will be some 460,000 
who will be exhausting their benefits and 
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who, under some of these bills, would be 
entitled to receive extended benefits during 


the next several months. 


Here are some highlights on the unem- 
ployed: States are now paying $15 million 
per working day to unemployed workers. 
At the end of the first week in April, $1 
billion has been paid out, representing an 
annual rate of $4 billion. State 
today, without increasing present 
could continue to pay benefits at current 
levels for more than three years. A cash 
loan fund of more than $200 million is now 
available to bail out any state whose funds 
run out. 


reserves 
taxes, 


Unemployment in February, 1958, was 
5,173,000. Unemployment in February, 1957 
—a year earlier—was 3,121,000, February 
unemployment, according to the Depart- 
ment of Commerce, was 7.7 per cent of the 
labor force (unadjusted). The percentage 
for 1957 was 4.3; for 1956, 4.2; for 1955, 4.4; 
for 1954, 5.6; for 1953, 2.9; and for 1952, 3.1. 
It is that 
had from 3 per cent to almost 5 per cent 


obvious since we have always 
of the labor force unemployed, the unem- 
ployment situation is not as bad now as 
we are often led to believe by those who 
cite higher figures. 

We have it on the authority of Harry S. 
Truman that “It is a good thing that job 
seeking should go on at all times. It is a 
healthy thing to have some unemployment 
... from 3 to 5 million men is supportable.” 
This statement appeared in Arthur Krock’s 
column in the New York 1950. 
Recently, the former President denied the 


Times in 


exclusive interview and said that no news- 
paper man had talked to him about 
unemployment. Later Mr. Truman recanted 
and made proper apologies. 
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The Supreme Court 


run-down on some of the late 
action of the Supreme Court. Certiorari has 
been applied for in Gulledge v. Commisstoner, 
2 110,031. This 
The taxpayer 
Being in the peanut-grow- 
with other peanut 
mill and held stock in it, 
decided that the corpora- 
(the peanut mill) 
incident to the taxpayer’s business of pea- 
nut farming. The Fourth Circuit upheld the 
Tax Court. 


Here’s a 


57 USTC business 


bad debt 


to a peanut mill. 


Was a 


case. made loans 


ing business growers, 
he set up the 
The Tax Court 


tion’s business Was not 


Certiorari has been applied for in Pelton 
Steel Casting Company v. Commisstoner, 58-1 
(9179, and Peurifoy v 
{| 10,045. 


USTC Commissioner, 


> as 
J/-2 USTC 


The first case involves the purchase and 
retirement of a taxpayer’s stock and the 
charge that the earnings and profits were 
stock for the 
purpose of preventing the imposition of a 
surtax on the 
transaction did not 
need of the 


availed of to redeem the 


shareholders because the 
serve any reasonable 
business. The Peurifoy cas« 
involves the deduction for living and travel 
expenses of an employee who ts required 
from home. This decision will 


to work away 


affect a large group of construction-worker 


Cases. 

The Supreme Court held that considera 
tion received for assignments of oil payment 
rights and sulphur payment rights is ordi- 
nary income to the seller. 
term capital gain. Being ordinary income, 
it is depletion. This holding 
reverses the Fifth Circuit in Commttssioner 7 
Lake, Inc., 58-1 uste § 9428. 


It is not a long- 


subject to 


Incidentally, all of these cases were dis- 
cussed last year in this magazine in “Fed 
eral Tax Aspects of Oil Production Pay 


ments,” by Stanley M. Trevathan. 


The Tax Court 
This lulled 


security when a return 
troublesome situation, 


sense ot 
filed is 


into a false 


should be 


being 


a very 


Four petitions filed recently in the Tax 
Court by two affiliated news publishing com- 
panies and their pension trusts protest pro 
posed deficiencies amounting to $16 million, 
including penalties of $2 million for negli- 
failure to file returns. It 
had been 
trusts but, somehow, it 


gence and seems 
that the 
audited as exempt 
appears that they were never initially quali 


The had 


trusts approved and 


fiel as exempt. Commissioner 


Washington Tax Talk 


Clifford W. Stowe, Assistant 
Commissioner of Internal Revenue for 
Operations since June, 1956, will 
retire April 30. He has been with 
the Service since 1928. Mr. Stowe will 
join a national accounting firm. 


issued letter rulings that the pension trusts 
were regarded and treated by him as fully 
qualified under the 1939 Code. 


Another petition filed involves 
the publication losses of a one-time author. 
The distinction between professional writers 
being 
an author and those whose writing activities 
are something less than a trade or business 


nebulous. 


rece ntly 


who are engaged in the business of 


is often However, where losses 
writings, a 
deduction may be claimed for losses arising 
out of a transaction entered into for profit, 
though not connected with busi 
ness, or losses may be claimed as expenses 
incurred for the production or 
of income. This interesting petition involves 
the book Fatth Builds a Chapel 


\ Chicago businessman had a 
home in Wisconsin. In 1939 he 
build a smali chapel there, with help from 
his neighbors. They did all the work them- 
The chapel was completed in Sep- 
1947, and incorporated many ex- 
quisite and unique structural details, includ- 
ing 42 murals and also a baptismal font which 
alone represented over 600 hours of wood 
The num- 
visitors, who 


are sustained as a result of 


a trade or 


collection 


sulmet 


began to 


selves. 
tember, 


carving. chapel attracted large 
from all 
and 


number of 


bers of came ovel 
intri 


Visitors 


the nation to admire its beauty 
cacies of design Vhe 
great that it 


restrict admission to the 


became so Was necessary to 


chapel to only 
those persons who cared to attend the serv- 
ices. The local and even national fame of 
the chapel attained such proportions that 
The Saturday Evening Post, 


issue, presented a four-page 


in a Christmas 
article on the 
chapel. 

Visitors expressed a desire to know more 
of the history of the chapel and the mean- 
ing of the symbols, murals and wood carv- 
This led to the 
book might be prepared and published which 
a detailed chronicle of the history 
and description of the chapel 
were made with a publisher for distribution 
of the book. The results of the publishing 
venture deductions of $15,105.48 
claimed for 1953 and $3,546.63 claimed for 


1954. 


ings. that a 


conception 


would be 
\rrangements 


loss 


were 
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STATE TAX NEWS 


In this department are reported news items on decisions, legislation and 


administrative rulings. 
types of taxes: 


insurance company, utility, 


This department's scope includes the following 
income, sales and gross receipts, property, gasoline, 
franchise, 


severance, and inheritance and 


estate. Most items are adapted from CCH reports on state and local taxes. 


Revenue Transfer May Snag 
Government Decentralization 


Much has been made of President Eisen- 
hower’s program of decentralization of 
government, with many of the functions 
now performed or paid for, either wholly 
or in part, by the federal government to be 
taken over completely by the states. The 
program envisions a revenue adjustment 
between the federal and state governments 
to enable the states to finance the cost of 
the increased burden. 

That the program may get hung up on the 
matter of revenue adjustment is a problem 
that is faced by the Joint Federal-State 
Action Committee, the group created by 
the Administration and by the governors’ 
conference to prepare a feasible method of 
implementing the program, and by the 
Intergovernmental Relations Subcommittee 
of the House Committee on Government 
Operations, which is conducting hearings 
on the program. 

The ticklish nature of the revenue-adjust- 
ment problem is emphasized in recent hear- 
ings held by the intergovernmental relations 
subcommittee on February 18. 

Testifying before the House subcommit- 
tee were Treasury Secretary Robert B. 
Anderson and New Hampshire Governor 
Lane Dwinell, cochairmen of the Joint Fed- 
eral-State Action Committee. They dis- 
closed that the committee, determining on 
specific action to further the President’s 
program, has recommended that the states 
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take over completely from the federal gov- 
ernment the financing of vocational educa- 
tion and aid to cities in the construction 
of municipal waste-treatment plants. At 
present the federal government contributes 
about 20 per cent to the cost of vocational 
education and about 10-12 per cent to the 
cost of construction of sewage 
plants. The federal grants-in-aid for these 
programs amount annually to about $105 
million. 


disposal 


Looking about for a revenue area where 
the federal government could relinquish 
control to the states to reimburse them for 
the added cost brought about by the cession 
of federal grants-in-aid, the joint committee 
has recommended that the federal govern- 
ment relinquish to the states part of the 
federal tax on local telephone service. Spe- 
cifically, the recommendation is that 40 per 
cent of the federal tax be relinquished, with 
states then levying a 4 per cent tax on local 
telephone service. The transfer of revenue 
from the federal government to the state 
governments under such an adjustment has 
been estimated to be about $150 million, 
almost one third more than the federal 
government is presently contributing to the 
programs through grants-in-aid. Theoreti- 
cally, this should enable the states to more 
than cover the added costs occasioned by 
assuming full responsibility for vocational 
education and municipal waste-disposal plant 
construction. 


The burr in the ointment, however, is that 


’ 


the states would not equally share in the 
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federal relinquishment of its tax source. 
Heavily populated and highly industrialized 
states, where a great concentration of tele- 
phones exists, would realize a tax bonanza 
far greater than the amount of money they 
now receive under federal grants. Rural 
states, including most of the southern states, 
would get far from the 4 per cent 
telephone tax than they now receive via 
federal grants. For example, New York, 
which presently receives grants totalling 
$5,056,000, would realize $22,500,000 from a 
4 per cent local telephone tax; while Mis- 
sissippi, which receives $2,116,000 in federal 
grants, would get only $800,000 in tax funds. 


less 


The federal government, in relinquishing 
the tax, is faced with the problem that it 
cannot make the relinquishment preferential. 
As was stated by Secretary Anderson: “We 
cannot prefer one State over the other. If 
we give up a tax, the Federal Government 
simply gives it up.” 


“The same problem,” said the Secretary, 
“is bound up in almost any kind of tax we 
consider. If one considers an tax, 
the tax normally is heavier where there is 
concentration of population, where there is 
concentration of industry, and, therefore, 
there is a larger relative income. If one 
considers inheritance tax, the same problem 
is there. We certainly realize that up 
to now we have found no way of saying to 
the States where their revenue sources are 
perhaps smaller than others, that we can, 
by relinquishing, so arrange the economic 
affairs of the State or the country as to 
make the distribution equitable. 


excise 


“Tf, on the other hand, we simply say 
that no function can be returned to any 
State because of the difficulty, then from 
the beginning we pretty well preclude our- 
selves from accomplishment.” 


Discussing the same problem, Governor 
Dwinell said that “we hope that this will 
not be an insurmountable problem because 
the aims which we have here 
such importance that we certainly would 
not want this obstacle to stand in our way 
of an eventual solution, and . . . we 
are going to devote every possible attention 
to find some solution of this problem.” 


are of 


The joint committee is finding the problem 
of the inequity resulting from a tax relinquish- 
ment not the only difficulty facing them. The 
telephone companies are objecting strongly 
to the tax transfer. When the federal tele- 
phone tax was first adopted, it was an 
emergency measure, and the _ telephone 
companies have hoped that it would be 


State Tax News 


dropped. According to Representative Chet 
Holifield, a member of the House subcom- 
mittee conducting the hearings, they also 
fear that once the states get the 4 per cent, 
they might later raise the rate to 10 per 
cent or 12 per cent, in addition to the federal 
government’s 6 per cent. 

The proposed withdrawal of federal grants 
for sewage-treatment works is not meeting 
with universal approval. Read into the rec- 
ord of the hearings was a letter from Gov- 
ernor Knight of California objecting strongly 
to a discontinuance of the grants-in-aid, 
saying that his state had made extensive 
plans in reliance upon a federal commit- 
ment for a ten-year program and that with- 
drawal of federal grants would “seriously 
jeopardize” the effectiveness of the state’s 
program for pollution control. Representa- 
tive Fountain, chairman of the subcom- 
mittee, noted that at least four other 
governors have expressed opposition to the 
discontinuance of federal grants and re- 
marked: “This shows again how hard it ts 
to stop something once we start it.” 

The question of how to stop something, 
once it is started, will recur again and 
again if the Presidential program is to be 
completely carried through. Also earmarked 
for reduction or elimination are school con- 
struction and operation in federally affected 
hospital rural library 
service, urban renewal and public assistance. 


areas, construction, 


Atlantic States 


Income taxes.—aryland has upped its tax 


on the net income of individuals from 2 


per cent to 3 per cent on the first $500 of 
net investment income subject to tax and 
from 2 per cent to 3 per cent on ordinary 
taxable net income. Net investment income 
in excess of $500 taxable at a 5 
per cent rate. The increases are effective for 
taxable years beginning after December 31, 
1957, with apportionment for years 
beginning in 1957 and ending in 1958. New 
withholding tables will be effective July 1, 
1958, Chapter 6, First Special Session, ap- 
proved April 4, 1958; effective June 1, 1958. 
exclude from 
sickness 


remains 


fiscal 


Maryland has also acted to 
gross injury or 
benefits received through accident or health 
insurance, even though attributable to con- 
tributions by employers, which contributions 


income personal 


are, also, excluded from gross income, Chap- 
ter 34, approved and effective March 13, 
1958, applicable to income tax returns for 
any taxable year beginning on or after 
January 1, 1957. It has also been provided in 
Maryland that income tax liens on property 
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clerk of the court in 
the jurisdiction where the property is lo- 
cated and that they have the full force and 
effect of a lien of judgment, Chapter 26, 
effective June 1, 1958. Another Maryland 
law provides that imdividuals leaving the 
intention to return shall be 
taxable as residents for the portion of the 
year they actually reside, rather than legally 
reside, in the state, Chapter 27, effective 
June 1, 1958. 


are indexed by the 


state with no 


New York continued its credit to its residents 
for personal income taxes payable to another 
state on income for calendar year 1957 or for 
any fiscal year or period of less than one year 
ending in 1958, Chapter 305, approved and 
effective March 21, 1958. A new New York 
law provides that payments in liquidation of 
the interest of a retiring or deceased partner 
that represent his interest in partnership 
assets are to be taxed as a sale or exchange 
of such interest, but the balance of liquida- 
ting payments are to be treated as dis- 
tributions of partnership income, Chapter 
309, approved and effective March 21, 1958, 
and applicable to taxable years commencing 
on or after January 1, 1958. New York has 
continued the reduction of 15 per cent on 
the first $100 of the unincorporated business 
tax and the further reduction of 10 per cent 
on the next $200 of the tax for the calendar 
year 1957 and for fiscal periods of less 
than one year ending in 1958, Chapter 371, 
approved and effective March 25, 1958. An- 
other New York law provides that taxpayers 
changing accrual basis to an in- 
stallment basis in reporting net income and 
net capital gain shall not exclude amounts 
received during the year of change; how- 
ever, the tax imposed for such year is 
reduced by that part of the tax for any 
prior taxable year attributable to the accrual 
of installment payments, provided that the 
reduction shall not exceed the part of the 
tax for the year of change attributable to the 
receipt of installment payments, Chapter 
338, approved and effective March 24, 1958, 
and applicable to any taxable year begin- 
1958. Con- 
tributions by an employer to accident and 


from an 


ning on or after January 1, 


health plans are made excludable from em- 
ployees’ Chapter 349, ap- 
proved and March 24, 1958, and 
applicable to tax years commencing on o1 
after January 1, 1957. 


mission have six, instead of five, 


income, 


gross 


effective 


The state tax com- 
will now 
years from the date of filing of an income 
tax return to make an assessment for amounts 


of omitted gross income or capital gain if 


the omitted 
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the gross income or capital gain reported, 
Chapter 403, effective April 1, 1958. 


Lake States 


Income taxes.—/ndianu and Kentucky have 
adopted a new mutual exemption 
effective with respect to income 
after January 1, 1958. Under the agree- 
ment, employers are not required to with- 
hold in the respective states on payments 
to residents of the other state. Taxes al- 
ready withheld should not be included in 
the state withholding reports due April 30; 
they may be refunded to employees. 


policy, 
earned 


Amounts paid under established “sick 
pay” plans are exempt from gross income 
tax in Indiana, according to a recent /n- 
formation to Personnel of the gross income 


tax division. 


Property taxes.—Three decisions on 
March 3 by the United States Supreme 
Court in Michigan property tax find 
the Court giving its blessing to state taxa- 


cases 


tion of federal property that is being used 
by private contractors. The 
bound to have important repercussions 
throughout the country as states, hungry 
for revenue, begin to exploit the source. In 
U. S. and Borg-Warner Corporation v. City 
of Detroit, 3 src § 200-125, the decision per- 
tained to a tax levied by the City of Detroit 
upon an industrial plant leased by the 
United States to Borg-Warner at a stipu- 
lated annual rental for use in the former’s 
private manufacturing business. The tax 
was levied under Act 189, Michigan Laws 
1953, provides for the taxation of 
lessees and users of tax-exempt property. 
The United States and the corporation in- 
volved contended that the tax was uncon- 
stitutional and discriminated against those 
using such property. It was held, however, 
that the government’s immunity does not 
shield private parties with whom it does 
business from state taxes imposed on them 
merely because part or all of the financial 
burden of the tax eventually falls on the 
government. In a companion case, U. S 
and Continental Motors Corporation v. Town- 
ship of Muskegon, 3 stc § 200-126, it was 
pointed out that Continental Motors Cor- 
poration was using real property not under 
a formal lease, but under a “permit,” and 
Was using the property in the performance 
of its contracts with the government. The 
Court did not believe that either fact com- 
pelled a different result from that in the 
Borg-Warner case. 


decisions are 


which 


Both of the above cases 
affirmed decisions of the Michigan Supreme 
Court. The third case was City of Detroit 
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et al. v. The Murray Corporation of America, 


3 ste § 200-127. The case concerned per- 
sonal [ 
Detroit 
ration on the value of materials and work 


taxes which the 
against the Murray 


proper ty 
levied 


City of 
Co Irpo- 


in process in its possession to which the 
United States held legal title. The Court 
reversed the lower federal courts and held 
violate the Constitu 
They were imposed on a private cot 
poration and there was no effort to hold 
the United States or its property account- 
able. The Court was split, five to four, on 
the decision. The decision is a far cry, both 
in time and philosophy, from the Court’s 
1819 ruling in McCulloch v. Maryland, which 
established the immunity of United States 
property from state taxation. 


that the taxes do not 
tion. 


Midwestern States 


Income taxes.—An opinion of the Okla- 
homa attorney general, dated January 29, 
holds that Section &883(e) of the Oklahoma 
statutes, which 
gain or 


permits nonrecognition of 


loss, for income tax 


purposes, on 


the sale or exchange of property in cases 
of “merger, consolidation, liquidation of a 
wholly owned subsidiary corporation, or 
} should 


nonrecognition to 


the organization of a corporation,” 
be construed as limiting 
wholly owned subsidiary corporations only 
7 reor 


in, liquidation cases, not in cases of 


ganization, merger or consolidation. 


Property taxes.—A petition for certiorari 
was filed March 12 with the United States 
Supreme Court in Lucas v. Board of Iqualt- 
cation of Douglas County (Docket No. 851), 
in which the Nebraska Supreme Court ruled 
that the federal statute exempts 
from taxation benefits due or to 
due to apply to 
property whole or in 
with benefits 
States. 


which 
become 
real 
part, 
granted a 


veterans does not 
purchased, in 
proceeds of the 
veteran by the United 


Pacific States 


Income taxes. 
abstracts 


Oregon legal department 
that 
of Alaskan income must now be supported 


establish claims for credits 


by receipts and certified copies of the 


returns. 


Franchise taxes.—The California State 
Board of Equalization has rendered a num 
ber of decisions in the franchise tax field 
In Rockwell Manufacturing Company, 2 CA 
FORNIA TAX q 200-845, it held that 
income from patent royalties must be in 
cluded in allocable when 
expense and patent depreciation have been 


CASES 


income research 


State Tax News 


deducted from unitary business income. In 
Interstate Real Estate Trust, 2 CALIFORNIA 
Tax Cases § 200-844, it upheld the franchise 
tax board’s finding that a Massachusetts 
trust engaged in the buying, 
selling and renting real property must re- 


business of 


port income derived from California sources 
on the accounting. In 
United CALIFORNIA TAX 
Cases § 200-846, it held that a subsidiary 
corporation with income derived entirely 
from California sources must report income 


basis of separate 


Linen Supply, 2 


with the parent and another subsidiary on a 
unitary and use the allocation for- 
mula when it is shown that the subsidiary 
derives from the group operation 


basis 


benefits 


Southern States 


Income taxes.—The United 
preme granted certiorari in the 
Georgia case of Willtams v. Stockham Valves 

Fittings, Inc., 3 stc ¥ 250-439 (Ga., 1957). 
\ test of the right of a state to tax the 
income of a foreign corporation that main 
only a 
accepting and shipping orders from ware 
outside the 
heard by the Court following the hearing of 
a companion case, Northwestern States Port 
and Cement Company 7 
250-418. 

A new 
term capital 
dividends 


States Su 
Court has 


tained sales office in the state, 


houses state, the case will be 


) 


Vinnesota, 3. sve 


provides that long- 


includes 


Georgia law 


gain capital gain 
regulated investment 
defined by the ted- 
eral Code, Act 412, approved and effective 


March 26, 1958 


paid by 


companies, as both are 


provides that public school 
sum 
work 


Virginia now 
teachers may deduct the 
ner university or 
undertaken to their 
qualifications or standing as teachers, H. B 
412, effective for 
after December an. 


expense ot 
college, extension 
improve professional 
taxable beginning 


1957 


years 


South Carolina has re 
which required every manu- 
value of all 


otherwise 


Property taxes. 
pealed the law 
facturer to 
purchased, 
held by him in his business during the 


report the average 


articles received or 
year 
January in the 
made, S. B 
15, 1958. 


preceding the first day of 


vear in which the 
509, approved and effective March 


he 


report 1s 


state has also acted to exempt manu 
facturing enterprises in Jasper County that 
have an average of at least 50 employees 
from county taxes for a period of ten years 
following their 
Act 815, approved and effective 


1958. 


business commencement, 


M arch 6, 
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A CHANGE IN SETTLEMENT AUTHORITY IN TAX COURT CASES— 
Continued from page 300 


from the opening day of the pre-trial or re- 
port whichever is earlier, to and 
during the session for which the case is 
calendared for trial; and 

“(3) If a case is continued other than 
generally from a pre-trial, report, or trial 
session, during such continuance; and 

“(4) From the time when any action is 
taken by Regional Counsel, during any 
period of time prescribed in (1), (2) and 
(3) of this paragraph, which modifies a pre- 
conclusion of the Regional Ap- 
pellate Division with respect to any issue or 


session, 


session 


issues of the case. 

“(d) Reversion to Pre-Session Status, It 
a case is continued generally from a pre- 
trial, report, or trial session without action 
having been taken by Regional Counsel to 
modify a pre-session conclusion of the Regional 
Appellate Division with respect to any issue 
or issues of the case, it shall revert to the 
status of a pre-session case and paragraph 
(a) shall apply until paragraph (b) again 
becomes effective. 

“(e) Responsibility of Regional Counsel. 
Regional Counsel shall act for the Chief 
Counsel, and shall be responsible for, and 
have power of decision in, proceedings be- 
fore the Court. In the post-trial processing 
of a case Regional Counsel shall have all 
the authority stated in subparagraphs (1) 
and (2) of paragraph (b). Regional Counsel 
may consult at any time with the Regional 
Appellate Division to the full extent de- 
sirable. With the approval of the Chief 
Counsel, Regional Counsel may redelegate 
any function by this Order vested in Regional 
Counsel. 

“(f) Supervision by Chief Counsel. In the 
performance of his functions under this 
Order, Regional Counsel shall be subject to 
the general supervision and control of the 
Chief Counsel. 

“2. The instructions contained in this 
Order supersede prior instructions to the 
extent that the prior instructions are in- 
consistent herewith. 

“3. This revision shall be effective May 
1, 1958.” 


Chief Counsel Has 
Power to Settle 


It should be pointed out that the Chief 
Counsel, who is by statute an Assistant 
General Counsej of the Treasury, has al- 
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ways been charged with the control of 
cases pending in the Tax Court and its 
predecessor, the Board of Tax Appeals, by 
delegation of authority from the General 
Counsel and from the Secretary of the 
Treasury. Inasmuch as it is the duty of 
the Chief Counsel to supervise and control 
litigation before the Tax Court, it naturally 
follows that his powers are commensurate 
with his duty. This means, among other 
things, that the Chief Counsel has full 
authority to settle all tax cases pending in 
the Tax Court. Of course, it must be recog- 
nized that this is a power to be exercised 
by its custodian with wise discretion, and to 
be resorted to only to promote the govern- 
ment’s best interests or to prevent flagrant 
injustice. Normally, the exercise of that 
power is with the concurrence of the ad- 
ministrative officer who is vested with the 
corresponding power of settlement prior to 
litigation. Except in extraordinary exigencies, 
such as those which develop during trials, 
conferences and, if possible, agreement with 
the administrative officer will ordinarily 
precede its exercise, but the final responsi- 
bility for the settlement of cases in the Tax 
Court, as for other legal activities on be- 
half of the Internal Revenue Service, is 
that of the Chief Counsel. Such authority 
is equivalent to that of the Attorney General 
in refund suits and other tax litigation in the 
federal courts. 

While such authority’ has long existed 
in the Chief Counsel, he has not redelegated 
similar authority to the regional counsel, his 
representatives in the field, because of the 
provisions of Reorganization Order No. 2. 
Under the new order approved April 17, 
1958, this restriction has now been com- 
pletely removed with respect to cases in the 
Tax Court, on and after the opening date of 
a Tax Court trial, pretrial or report session. 


Provision for Reconciliation 
of Divergent Views 


Prior to the session, cases will remain the 
joint responsibility of the regional appellate 
division and regional counsel, with 
important and significant change from pres- 
ent procedure and practice under Reor- 
ganization Order No. 2. This change is 
that in the event of disagreement between 
the Appellate Division and regional counsel 
on a proposed settlement or concession of 
a case, or of any issue or issues in a case, 
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there will be a prompt resolution of the 
matter by the Chief Counsel so that delays 
in the disposition of cases will not be 
encountered and, it is at least to be hoped, 
that cases will not be tried which might be 
otherwise disposed of. In rare in- 
stances when an irreconcilable disagree- 
ment occurs, the regional counsel will submit 
his views and the views of the Appel- 
late Division to the Chief Counsel. After 
carefully considering the divergent views 
presented, the Chief Counsel will then promptly 
resolve the matter, and his decision will be 
controlling and binding in the disposition 
of the case. Prior to the new order it was 
necessary, in the event of disagreement, to 
submit the matter to Washington for the 
joint consideration and decision of the Com 
missioner and the Chief Counsel. This pro- 
cedure was seldom resorted to. What usually 
happened in the past, in case of such a 
disagreement, was that the case was tried 
and submitted to the court for decision, 
even though the trial attorney and the 
regional counsel felt that the case should not 
be tried. 


those 


Prior to the opening date of the session 
at which a case is calendared for trial, or 
of any pretrial hearing or report session in 
a case, the Appellate Division will, unde 
it has done in the past, 
with the taxpayer 
or his representative to discuss settlement 
possibilities, at the earliest date 
after the filing of the answer. There is no 
this respect. Such conferences 
arranged and conducted by th: 
adviser in the Appellate Division 
The attorney to whom the case is assigned 
for trial will present at this con- 
at least in most cases, and he will 
actively participate in the discussion 
exploration of settlement possibilities, 


order as 
arrange the 


the new 


conference 
possible 


change in 
will be 


technical 


also be 
ference, 


and 


Trial to Be 
Avoided if Possible 


It may not always be possible for the trial 
attorney, or other member of the 
counsel’s office, to be present at a 
ference because there are some few 
where branch offices of the Appellate Di 
vision are located and conferences are held, 
but in which no branch office of 
regional counsel. Nevertheless, even in those 


regional 
con- 


cities 


there is 


places every effort will be made, by cooper- 
ation between the Appellate Division and 
regional counsel, to arrange conferences at 
times when the attorney 
attend. In all other 
a rule, adjacent to the 


can arrange to 


cases, with attorneys 


located, as offices 


Change in Settlement Authority 


of the Appellate Division, they will, if pos- 
sible, sit down with the 
and the taxpayer or his representative and 
do their part to effectuate a satisfactory dis- 
position of the case, without the necessity 
of a time-consuming trial in court and the 
resulting delays in final determination and 


technical adviser 


decision. 

The Internal Revenue Service will thus 
do its utmost to afford full opportunity to 
the taxpayer, at an early date, for a full 
discussion with the technical adviser and the 
attorney of the issues, the facts and the law 
involved in case docketed in the Tax 
Court. It is at this early stage that the tax- 
payer or his representative should 
and attempt to difference of 
opinion as to what the real issues in dis- 
pute to what the true S 
to what the will be in the 
of trial, as to what the applicable law is, 


each 


discuss 
reconcile any 


are, as fact are, as 


evidence event 
as to the effect various court decisions may 
have on the particular case, and as to the 
litigation hazards and probable results of 
trial. All of these things should be fully 
explored at this early stage so that there may 
be a full and the 
and the 


exchange of the 
both the 


views 


ositions of 


P 
government. 


taxpayer 


\ppel 
late Division in the pre-90-day status, that 
protest against the action of the 
office in issuing a 30-day letter, 
resulting in a settlement, the 
offered anothet 
the Appellate Di 
However, 


If the case was considered by the 


Is, after 
director's 


without tax- 


payer will not usually be 
rence by 


} 


docketed stage 


settlement confe 
vision in the 
those 


ference will be arranged it 


even in circumstances another con 
requested by 
the taxpayer or his representative. 

made 


Serv 


cannot be 
Revenue 


The settlement of a case 
unilaterally, by the Internal 
ice, and the full cooperation of the 
payer and his representative is necessary to 
accomplish the desired result, which should 


tax- 


be a satisfactory disposition of the con 


troversy at as early a date as possible, witl 
the case proceeding to trial only as the very 
last y 


resort. The solicits 


such support on the part of tax practitioners 


Service ¢ arnestly 


in an endeavor to achieve an early resolu 
tion of tax 
to do so by 
burden of the Tax Court with its increasing 
docket of to be hoped that a 
conference will be arranged with the Appel 
late Division in every 
sible after issue is joined, and long prior to 
the time it It should 
be to the advantage of both parties to con 


controversies, if it is possible 


agreement, and to relieve the 
cases. It is 
case as soon as pos 


is calendared for trial. 


fer at a time when ample opportunity exists 
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case and, it 
develop all 
facts, as well 
It is not to 
taxpayer or 
in this regard 


to explore all angles of the 


necessary, to and 
pertinent 

the applicable law involved. 
the advantage of either the 
the Service to delay 


investigate 


the necessary and 


action 


Additional Conferences Limited 


While it true under the 


order that, on and after the opening date 
ot the court session on which a 
scheduled tor trial, the regional 
will have the full authority 
this does not mean that, at that point, the 
taxpayer will have the right to another con 
with the regional counsel. Also, if 
the taxpayer has not taken advantage of the 
opportunity of conferring with the Appel- 
late Division and counsel's ofhce 
prior to that time, he will have no right to 


will be new 
case is 
counsel 


to settle cases, 
ference 


regional 


request or expect a conference at this stage. 
If the taxpayer is interested, as he should 
be, in conferring and attempting to reach a 
settlement, such action should be taken 
with the Appellate Division long prior to 
the date on which the case is scheduled for 
trial. 

The taxpayer, on and after the beginning 
of the trial session, may not anticipate hav- 
ing a granted in the 
and the 


conference regional 
counsel's 


will 


regional counsel 
rule, hold a 
unless he feels it necessary 
both parties in a particular 
However, if as the result of 
last-minute development, there is a change 
in the trial picture and a better 
iffer of settlement is made by the taxpayer 
which merits consideration, the 


othece, 


not, as a general con- 


ference and 
desirable for 
Case some 
new or 


regional 
counsel now has the necessary authority to 
accept it and execute a stipulation to that 
effect, or take such other action as may be 
advisable in the circumstances. At this 
point, as well as thereafter, the sole re- 
that of the regional counsel 
and it will not be necessary for him to have 
the concurrence of the Appellate Division. 
However, he may and will be expected to 
consult with and receive the views of the 
\ppellate Division before taking final action 
Such authority will continue to exist after 
a case is tried until the decision is entered 
by the court. There will, as always, be the 
fullest cooperation between the \ppellate 
Division and regional counsel in the settle- 
ment of Court, whether 
such before or 


Ss] onsibility 1s 


Tax 
occur 


cases in the 
settlements after a 
session begins. 

The order also provides that when the 


regional counsel assumes full authority in 
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a case, such authority continues thereatter 
unless the case is continued generally from 
the trial calendar been 
taken by regional counsel during the session 


and no action has 
modifying the presession conclusion of the 
\ppellate Division. If a case is continued 
generally, that is, when at the time of con- 
tinuance it is not trial at a later 
date or continued for a particular purpose, 
and modification of the pre 


reset for 


there is no 
session conclusion of the Appellate Division, 
it will revert to the status of a 
case and will again become the joint. re 
sponsibility of the Appellate Division and 
the regional counsel until the opening of a 
new 


presession 


session at which the case is set. 


The same procedure will apply with re 
spect to a pretrial or report 
court, where sessions are 
independent of a trial 
if such pretrial or report sessions are scheduled 


session of the 
sche duled 
However, 


such 


session. 


after notice has been given that the case is 
calendared for trial, full settlement authority 
will continue from the opening date of such 
pretrial or report sessions up to and during 
case is calendared 

that time if the 


the session for which the 


for trial as well as after 
case is tried at that session 

As in the past, regional counsel will at 
all times be acting for and on behalf of the 
Chief Counsel, and will be responsible for 
and have the power of decision in proceed 
ings the court. With the approval 


of the Chief Counsel, regional counsel will 


bef« re 


also have the power to redelegate any func 


tion vested by the order in regional coun 
that 
assistants to the 


authorized to act to the 


sel, so assistant regional 


, 
counsel and 
1 
! 


special regional counse 


may be extent 
desired, In the performance of his func 
tions, the regional counsel will continue to 
be subject to the general supervision and 
control of the Chief Counsel. 


Improvement in Settlement 
Procedures Expected 

This new order with respect to settlement 
authority in Tax Court cases follows thi 
Commissioner’s reply to Chairman Mills 
regarding the subcommittee’s recommenda- 
tion on this subject. Its provisions represent 
the combined efforts of the Chief Counsel’s 
Office and the Appellate 
Commissioner's Office, and have been agreed 
to by both Phe day on which the 
order was approved, it discussed and 
explained at a joint meeting in Washington 
of the re counsel and the assistant 
regional commissioners (appellate) with the 
Commissioner and the Chief Counsel. There 
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Division of the 


offices. 


Was 


rional 





is full accord and understanding of the new 
procedure by the 
field and by 
Commissioner's 
Counsel's 
earnestly 


heads in the 
heads of the 
Office and of the Chief 
Office, in view of which it is 
believed that the same full spirit 
of cooperation which has existed in the 
Past, Appellate Division and 
regional counsel, will continue in the future 
\ppropriate detailed instructions under the 
new procedures will be issued to both offices 


directing 
the supervisory 


between the 


in due course. It is the hope and expecta 
tion of the and the Chief 
Counsel, as well as the General Counsel and 


Commissioner 


the Secretary, that the order will represent 
a distinct settlement 


procedures presently in effect in the field 


improvement in the 


with respect to Tax Court cases, that it will 
enable the 
such 


more expeditious disposition ot 
and burden of the 
court to the greatest extent possible. 


[The End] 


cases relieve the 


| TAX-WISE NEWS—Continued from page 294 


ship for a child, because income is taxable 
to the The terms of 
these scholarship contests usually constitute 
an anticipatory arrangement to vest income 
in someone than the 
services produced it. A 
receive the 


person who earns it. 


whose 
parent’s right to 
created by his 


other person 
sub- 
mission of the winning entry, even though, 
in the case of scholarship funds, the award 
may vest in the child—but the parents are 
stuck with the tax. It is income to them.— 
Rul. 58-127. 


prize is 


Rev 
to check the date 
Cards 
valid for only five 
enrollment may be made as 
early as 12 months before the expiration of 
your 


card. 


ay 4 GOOD IDEA 
of your Treasury 
1952 are 


Renewal of 


issued 


after years. 


present card. If you have never had 


a card, refer to Circular 230 for details. 


TR HE COMMISSIONER makes a 

rule to bring tax treatment of nonnego- 
tiated supplemental unemployment benefit 
plans in line with negotiated plans. This 
means that employers can deduct current 
contributions to guaranteed annual wage 
plans, such as the automobile industry has, 
if they voluntarily installed such a_ plan. 
\lso, the pay of employees who are laid 
off under these plans is not subject to with- 
holding—the pay is, of taxable in 
Rul. 58-128 


new 


course, 
come to the emplovee.—Rev. 


\W! AT CONSTITUTES reasonable com 
| pensation to an ofticer of a corporation 
Is a question of tact to be determined by 
the peculiar facts and circumstances in eacl 
They are the type and extent of serv 
ice rendered by 


case 
the employee; the scarcity 
of employees qualified for the one particular 
and amount oft the 
taxpaver’s business, including its special o7 
peculiar characteristics; 
pensation paid to 


position; the volume 


the prevailing com 


employees performing 


Tax-Wise News 


similar services in other comparable enter 
and conditions 
The Commissioner always scrutinizes com- 
pensation paid to the 
held corporation. 


prises; general economic 
officers of a closely 
This means that the tax 
payer has the burden of proving that he is 
entitled to a deduction than that 
determined by the Here's 


o top officers, the 


larger 
Commissioner 
which the tw 
president and vice president, were paid a 
total of almost $100,000. The Commissionet 
disallowed $41,000 of this amount. The 
Court that the total compensation 
but it held that the oft 


worth more than the 


a case in 


lax 
agreed 
paid was excessive, 
cers were Commis- 
sioner thought they were and cut the officers’ 
$80,000, In 


salaries down to 


the taxpayer did not offer any evidence of 


this case, 


similar duties 
Also, t 
id never paid a dividend, 
and profits 
CCH Dee. 


salaries of oftticers who had 
his corpo- 


aithough 


in comparable businesses 
ration hi 
it had substantial earnings 
Bluegrass Plant Foods, Ii 
22,918(M), 17 TCM 271 


( UR REASON in pointing out this family 
that it 
who attempts to 


partnership decision ts 
the folly of the 
try his 


stresses 
taxpayer 
own cas¢ This taxpayer was ad- 
vised Tax Court 
and the government attorney to employ his 
attorney. At 
were granted tor the 
him to 


numerous times by the 


own least two continuances 

allowing 
ultimately 
tried his own case.—Sadte Engel et al., CCH 


Dec. 22,.917(M), 17 TCM 266. 


H ERE’S A CASE oft a 
treated the t of 


e7 cost of streets, curbs, 


purpose ot 


engage counsel, vet he 


subdivider who 
sicle 


walks, sewers and water mains as depreci 


would have beet 


them to the 


able property, and this it 
had not the subdivide 

governmental unit in which the 
was located. This 
facilities 


subdivision 
governmental unit mau 


tained these Streets and su 





facilities are subject to wear, tear and 
exhaustion, and are depreciable when con- 
structed on private property as long as they 
are owned and maintained by the private 
property owner; but they are not depreci- 
able when dedicated to public use.—Alger- 
non Blair, Inc., CCH Dec. 22,906, 29 TC —, 
No. 128. 


a." BASEMENT of a building was 
© used for storage facilities. Then came 
a flood. The basement was inundated, and 
the records stored there were destroyed. 
So the taxpayer discontinued using the 
basement for storage. This taxpayer then 
claimed a deduction on account of the 
forced discontinuance of the use of the 
basement for record storage. It measured 
its loss by showing a decline in the fair 
market value of the building before and 
after the flood. A nonuse is not recognized 
for tax purposes, nor is the fear of a future 
loss —Citizens Bank of Weston v. Commis- 
stoner, 58-1 uste § 9301 (CA-4). 


Tax Apple for the Teacher 


T WAS Galileo who said: “You cannot 
teach a man anything; you can only help 

him to find it within himself.” With this 
bit of wisdom in mind, two teachers took 
on the United States Treasury as pupils in 
a phase of income tax law which affected 
them very closely. 

Some eight years ago, a brave little school- 
teacher by the name of Nora Payne Hill 
deducted on her income tax return the ex- 
penses she incurred in attending a summer 
school. This summer schooling was essen- 
tial to qualify for the renewal of her teacher’s 
certificate, without which she could not 
hold her job as a teacher. She successfully 
defended her arithmetic through the courts. 
A school librarian had the same luck. 

Nora’s case established a precedent, but 
like all precedents, it soon became apparent 
that there were exceptions. 

Here’s The expenses incurred to 
obtain a doctorate degree were not de- 
ductible because there was no showing that 
the taxpayer was required to obtain this 
degree to hold his position. 


one: 


Here’s another: A teacher obtained and 
started in a college position which required 
a doctorate degree, but the expenses in- 
curred later in obtaining the degree were 
disallowed. They were not for the purpose 
of “carrying on” or “preserving” his job. 

And here’s another: The expenses in- 
curred to obtain a teaching position or to 
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qualify for a permanent status or a higher 
position or an advance in salary are not 
deductible. 

And here’s another: The cost of a European 
trip voluntarily undertaken by a professor 
to increase his prestige and improve his 
professional reputation is not deductible. 

The Commissioner finally found it within 
himself to recognize and publicly admit the 
principle for which Nora Payne Hill had 
fought. He has just regulations 
which permit her type of deduction. This 
means that a number of teachers may be 
able to obtain refunds, and it also means 
that all teachers, and even others similarly 
situated, can f this deduction. 


issued 


qualify for 
Here are the Commissioner’s regulations: 
“Expenditures made by a taxpayer for 
his education are deductible if they are 
for education (including research activities) 
undertaken primarily for the purpose of: 
“(1) Maintaining or improving skills re- 
quired by the taxpayer in his employment 
or other trade or business, or 
“(2) Meeting the express requirements of 
a taxpayer’s employer, or the requirements 
of applicable law or regulations, imposed as 
a condition to the retention by the taxpayer 
of his salary, status or employment. 
“Whether or not education is of the type 
referred to in subparagraph (1). of this 
paragraph shall be determined upon the 
basis of all the facts of case. If it 
is customary for other established members 
of the taxpayer’s trade or business to under- 
take such education, the taxpayer will ordi- 
narily be have undertaken 
this education for the purpose described in 
subparagraph (1) of this paragraph. Ex- 
penditures for education of the type described 
in subparagraph (2) of this paragraph are 
deductible under subparagraph (2) only to 
the extent that they are for the minimum 
education required by the taxpayer’s em- 
ployer, or by applicable law or regulations, 
as a condition to the retention of the tax- 
payer’s salary, status, or employment. Ex- 
penditures for education other than those 
so required may be deductible under sub- 
paragraph (1) of this paragraph if the 
education meets the qualifications of sub- 
paragraph (1). A taxpayer is considered 
to have made expenditures for education 
to meet the express requirements of his 
employer only if the requirement is imposed 
primarily for a bona fide business purpose 
of the taxpayer’s employer and not primarily 
for the taxpayer’s benefit. Except as pro- 
vided in the last sentence of paragraph (b) 
of this section, in the case of teachers, a 
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Corporations provide about 
three-quarters of all nongovernment 
employment. If we want many people 
to be employed, then it would seem 
to be only ordinary common sense 
to see to it that taxation be 
designed to permit and encourage 
job-creation by corporations rather 
than to discourage and hamper 
that process.—Robert C. Tyson, 
chairman of United States Steel 
Corporation's Finance Committee. 


written statement from an authorized official 
or school officer to the effect that the educa- 
tion was required as a condition to the 
retention of the taxpayer’s salary, status, or 
employment will be accepted for the purpose 
of meeting the requirements of this paragraph 

“(b) Expenditures made by a taxpayer 
for his education are not deductible if they 
are for education undertaken primarily for 
the purpose of obtaining a new position or 
substantial advancement in position, or pri- 
marily for the purpose of fulfilling the 
general educational aspirations or other 
personal purposes of the taxpayer. The 
fact that the education undertaken meets 
express requirements for the new position 
or substantial advancement in position will 
be an important factor indicating that the 
education is undertaken primarily for the 
purpose of obtaining such position or ad- 
vancement, unless such education is required 
as a condition to the retention by the tax- 
payer of his present employment. In any 
event, if education is required of the tax- 
payer in order to meet the minimum require 
ments for qualification or establishment in 
his intended trade or business or specialty 
therein, the expense of education is 
personal in nature and therefore is not 
deductible. 


such 


“(c) In general, a taxpayer’s expenditures 
for travel (including travel while on sabbatical 
leave) as a form of education shall be con- 
sidered as primarily personal in nature and 
therefore not deductible. 

“(d) If a taxpayer travels away from 
home primarily to obtain education the ex- 
penses of which are deductible under this 
section, his expenditures for travel, meals, 
and lodging away from home are 
deductible. However, if as an incident of 
such trip the taxpayer engages in 
personal activity such as sightseeing, social 
Visiting or entertaining, or other recreation, 
the portion of the expenses attributable to 


while 


some 


Tax-Wise News 


such personal activity constitutes nonde- 
ductible personal or living expenses and is 
not allowable as a deduction. If the tax- 
payer’s travel away from home is primarily 
personal, the taxpayer’s expenditures for 
travel, meals, and lodging (other than meals 
and lodging during the time spent in par- 
ticipating in deductible educational pursuits ) 
are not deductible. Whether a particular 
trip is primarily personal or primarily to 
obtain education the expenses of which are 
deductible under this section depends upon 
all the facts and circumstances of each case. 
An important factor to be taken into con- 
sideration in making the determination is 
the relative amount of time devoted to per 
sonal activity as compared with the time 
devoted to educational pursuits. 
in the nature of commuters’ 
deductible.” 


Expenses 
fares are not 


Here are a few examples: 

(1) A is employed by an accounting firm. 
In order to become a certified public ac- 
countant he takes 
Since the education was undertaken prior 


courses in accounting. 
to the time A became qualified in his chosen 
as a certified public accountant, 
\’s expenditures for such courses and ex 
any transportation, meals and 
lodging while away from home are not 
deductible. 


profession 


penses fe Yr 


(2) B, a general practitioner of medicine, 
takes a course of study in order to become 
a specialist in pediatrics. C, a general 
practitioner ot medicine, takes a two-week 
reviewing developments in 
specialized fields, including 
the purpose 
practice. 


course several 
pediatrics, for 


of carrying on his general 


B’s expenses are not deductible 


because the course of study qualified him 
for a specialty within his trade or business 
C’s expenses for his education 
ransportation, and lodging 
from home are deductible 
they were undertaken primarily to improve 
skills required by trade or 
business. 


and any 
meals while 
away because 
him in his 


(3) D is required by his employer (or 
by state law) either to read a list of books 
or to take certain courses giving six hours 
academic credit order 
to retain his position as a teacher. D fulfills 
the requirement by taking the courses and 


every two years in 


thereby receives an automatic increase in 
salary in his present position and salary 
schedule. Also, as the result of taking the 
prescribed courses, at the end of ten years, 
D receives a master’s degree and becomes 
automatically eligible for an additional salary 
increase. Since D’s purpose in taking the 
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to fulfill the educa- 


employer, his 


courses was primarily 
tional requirement of his 
expenses for such education and transporta- 
and lodging while from 


deductible. 


tion, meals away 


home are 


(4) The facts are the same as in (3) except 
that, due to a shortage of qualified 
teachers, D’s employer 
the prescribed educational requirements, in 
that other teachers who do not fulfill those 
requirements are retained in their positions. 
D’s expenses are nevertheless deductible. 


solely 


does not enforce 


(5) FE, a high school teacher of physics, 
in order to improve skills required by him 
and thus mprove his effectiveness as such 
takes 


nuclear physics and 


summer school courses in 
educational methods. 


a teacher, 


k's expenses for such courses are deductible 


summer school courses in 
order to improve skills required by him 
in his employment as a teacher. As a result 
of taking such F receives an in- 
grade increase in salary in his present 
position pursuant to a salary schedule 
established by the school system for which 
F’s expenditures for such courses 


(6) F takes 


courses, 


he works. 
are deductible. 

(7) G, a graduate student at a university, 
plans to become a university professor. In 
order to qualify as a regular faculty member, 
While 


courses, ( I 


(; must obtain a graduate degree. 
taking the graduate 
is engaged in teaching at the university. 
therefor are not deductible, 
he has not completed the education 
required to become qualified as a regular 
faculty member at the time he takes such 


required 


G's expenses 


since 


courses, 


(8) H, a self-employed tax consultant, 
decides to take a one-week course in taxa- 
tion, which is offered in City X, 500 miles 


away from his home. His primary purpose 
in going to X is to take the course, but he 
also takes a side trip to City Y (50 miles 
from X) for one day, takes a sight-seeing 
trip while in X and entertains some per- 
sonal friends. H’s transportation expenses 
to City X and return to his home are de- 
ductible, but his transportation 
to City Y are not deductible. H’s expenses 
for meals and lodging while away from 
home will be allocated between his educa- 
tional pursuits and his personal activities. 
Those expenses which are entirely personal, 
such as sight-seeing and entertaining friends, 
are not deductible to any extent. 

(9) The facts are the same as in (8) 
except that H’s primary purpose in going 
to City X is to take a vacation. 
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This pur- 
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factors, one 
spends only 


pose is indicated by several 
of which is the fact that he 
week attending the tax course and 
devotes five weeks entirely’ to personal 
activities. None of H’s transportation ex- 
penses are deductible and his expenses for 
meals and lodging while away from home 
are not deductible to the extent attributable 
to personal activities. His expenses for 
and lodging allocable to the week 
attending the tax course are, however, de- 
ductible. 


one 


meals 


Meetings of Tax Men 


Federal Bar Association.—The Federal 
Bar Association of New York, New Jersey 
and Connecticut will hold a meeting on 
May 6 in the evening, at the United States 
Court House, Foley Square, New York. 
The subject will be “Corporate Acquisi- 
tions and Mergers: Factors in Acquiring 
a Loss Corporation.” Tax problems will 
be discussed by Harvey Greenfield, author, 
chairman of the committee 
on taxation and special lecturer on taxation 
at New York University. Business problems 
will be discussed by S. Newton Feldman, 
secretary of the association’s committee on 


association's 


corporations and securities and associated 
with an eastern brokerage firm. 

Tax Institute—The first of a series of 
meetings on “Tax Policy as It Affects 
Management Responsibility and Decisions” 
will be held May 19 in the Woodrow Wilson 
Hall of Princeton University. The meeting 
will be titled “Effects of Taxation on 
Executive and Worker Compensation,” and 
although there will be no formal addresses, 
the basic issues will be explored informally 
by a panel of 15 persons concerned with and 
informed on the subject. Registration will 
be $25 for members and $35 for non- 
members, 


Tax Executives Institute, Inc.—The 
Fourteenth Annual Dinner Meeting of the 
New York Chapter of the Tax Executives 
Institute, Inc., will take place on May 14 
at the Waldorf-Astoria Hotel in New York. 
The guest of honor will be Walker L. 
Cisler, president of the Detroit Edison 
Company. Mr, Cisler will speak on “Corpo- 
rate Tax Management—The Growth of a 
Dual Responsibility to Owners and to Govern- 
ment.” Other guests will include tax ad- 
ministrators from the federal and_ state 
governments. Cost of the meeting will be 
$20; for tickets write Walter Chwals, 
United States Rubber Company, 1230 
Avenue of the Americas, New York 20, 


New York. 
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FEDERAL TAX CALENDAR 


June 16 (June 15 is a Sunday) 


Due date for payment of second quartet 
of 1958 estimated tax by individuals 
(except farmers). If declaration 1s filed 
for the first time, one third of estimated 
tax is due. (Regulations Section 1.6073-1 
and Section 1.6153-1.) Form 1040-ES. 


Due date for payment by corporations of 
second half of income taxes due for 
calendar vear 1957. (Code Section 6072.) 


Last day to file calendar vear 1957 income 
tax returns in the case of nonresident 
alien individuals and nonresident foreign 
corporations. (Code Sections 6012(a) 
and 6072(c).) 


Due date of deposit by employer with a 


tederal reserve bank or authorized de 


positary of the amounts of (1) income 


? 


tax withheld fron ges, (2) emplovees’ 


tax deducted under Section 3102 and 
Section 3111 


Where, during the preceding month, 


(3) employer's tax unde 


aggregate of such amounts excee: 

$100. If an employer pays wages t 
agricultural labor subject to taxes un 
der (2) and (3) above, he will make a 
separate computation for this group t 
determine whether the $100) minimum 
has been exceeded (Regulations 120, 
Section 406.606.) Form 450 (depositary 
receipt). 

Monthly information return of stock 
holders and of officers and directors of 
foreign personal holding companies due 
for May. (Code Section 6035.) Form 
957. 

Due date for delivery to local director of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 

of such month and stamps sold during 


that month. Payment also due for pro 


ceeds of sales of stamps sold during 
preceding month. (Regulations 71, Sec 
tion 113.142.) 

Due date, by general extension, of returns 
for the calendar year 1957, in the cas¢ 
of (1) foreign partnerships, (2) foreign 
corporations which maintain an office 

United 


States, (3) domestic corporations which 


Ol place of business in the 


transact their business and keep their 
records and books of accounts abroad, 
(4) domestic corporations whose prin 
cipal income is sources within 

United States 


and (5) American citizens residing or 


the possessions 


traveling abroad, including persons in 
the military or naval service on duty 
outside the United States (Code See 
tions 6081 and 6151; Regulations 118, 


Section 39.53-3(a).) Forms: (1), Form 


1065; (2)-(4), Form 1120; (5), Form 


1040. 
June 30—— 


Due date payment of the 


excise taxes for Mav to the Federal 
Reserve Bank or an authorized deposi 
t 


tary, if such taxes reportable for May 


xceeded $100; taxes on sate deposit 
tion of oil by pipe 
telegraph, radio and 
cable messages and services; transpot 
tation of persons; admissions, dues and 
Initiation fees; gasoline, lubricating oils 
and matches; sales by manutacturers, 
including sales of pistols and revolvers; 
processing of certain oils; sales by the 
retailer; manufacture of sugar; trans 
portation of property; and diesel tuel 
(Regulations 477.4.) Form 537 (deposi 
tary receipt). 
Due date of federal use tax return and 
payment of tax on highway motor 
vehicles where first use occurred in 
May. (Regulations Sections 41.6011(a)-1, 
41.6071(a)-1).) Form 2290 
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@ Designed to Work for You @ Made to Be Seen Me. 
CCH’s Long-lasting ACCESSORIES 


Order Yours Today! 


CCH’s “Eye-Saver” Reading Easel 
¢ cuts look-up time ®@ clears your desk for action 
© puts “ease” in your work 


Trim, practical, this all-new Reading Easel lets you select the 
reading angle that suits you best . . . lets you position your 
MAIL TODAY! Simple, three-way ad- _ reference book, Reporter Volume, or chart to reduce glare 
justment for comfort- plus eye strain. Important, too, it unchains additional 
able reading angle desk space for other pertinent Volumes, papers, magazines, 
etc. Adds greatly to efficient operation. 


Made of sturdy, long-wearing hardboard, with gleaming 

piano hinges, it’s light in weight BUT does a man-sized job. 

aie eS Finished satin smooth, in modern office-metal gray, the Read- 

CCH PRODUCTS COMPANY ee : ing Easel blends easily with today’s office equipment. 


‘ No setting up! No assembling required! Comes ready for 
4025 W. Peterson Ave., Chicago, IIl. — | immediate use! 


Send for our own use or distribution and not for Folds flat—slips into Price, $4.75 each, delivered anywhere 1m 


resale CCH ‘“Eye-Saver’ Reading Easels desk drawer until the Continental United States 
at $4.75 each, postpaid. needed 


© Remittance herewith () Send bill 


Send CCH Zipper Cases indicated below: Handy CCH ZIPPER CASE 


0 We enclose $ for CCH Zipper ¢ Needed for Carrying Selected Report Pages 


ee ee a 7 © Indispensable for Outside-the-Office Use 
one line, maximum 18 characters—as follows: 
Especially made to meet the specialized requirements of CCH subscribers, this 
Please print or typewrite name to be handsome Zipper Case goes anywhere you want it to. It’s at home in the courtroom, 
gold stamped. client’s office, on your desk or on the train. Scaled to fit standard CCH Report 
pages, it conveniently keeps important information with you for quick reference. 


Constructed to last, this handy Case is made of genuine top grain cowhide, cut and 
sewn to exacting specifications. Don’t worry about room .. . there’s plenty! 
Two wide inside pockets, a full-opening zipper fastener, with leather gussets, 
combine to accommodate up to 500 CCH Report pages, all held securely in place 
by five 114” rings. 
Exclusive with CCH, these Zipper Cases are not 
available elsewhere, cost far less than those of the 
[) Send us CCH Zipper Cases, without gold nearest comparable type. 

stamping, billed at $9.75 each, postpaid. We Personalized, Too! 

understand we may return the cases for full 


We understand gold-stamped cases are not 
returnable. 


When remittance in full accompanies order, indi- 
credit within 15 days after receipt, if not vidual name or initials will be stamped in gold, one 
satisfied. line only, at no additional charge, maximum 18 
characters. 


Signetare & Title Price, $9.75 each, delivered anywhere in Over-all size 


the Continental United States oe 


Firm - . 
q FILL IN AND MAIL THE ATTACHED ORDER CARD NOW! 
Attention 


Accessories Available Only from 
650-208 CCH, PropuctTts, COMPANY, 


7 4 . RR hth) AQAA RAHHNHNOHHONHNNMY 
City, Zone & State 
BOOKS BY MAIL 


(If ordering by letter or purchase order, 4025 W. PETERSON AVE., CHICAGO 46, ILLINOIS 
please attach this card.) 


Street & Number 





